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Litigation Expenses and the 
Income ‘Tax 


VALENTINE BROOKES 


F Ew areas of the income tax law are of such direct importance to 
attorneys as those governing the deductibility by their clients of 
fees paid to them and attendant expenses incurred by the clients 
for the conduct of litigation. Yet few are in a more unsatisfactory 
condition. This area, to an unusual degree, features uncertainty 
and quixotic result. Perhaps the two features are allied; possibly 
the tendency of the rules which some of the courts are attempting 
to apply to produce quixotic results accounts for the uncertainty 
of the courts as to how to apply them. 

The deductibility of attorneys’ fees and attendant litigation ex- 
penses ' has been little affected by the 1954 Code. With a single ex- 
ception, the new Code has not changed the rules, and nothing in the 
Code clarifies or settles anything in this area which was uncertain 
before. It contains no provisions especially directed at attorneys’ 
fees and other litigation expenses other than section 212(3), which 
was added by the 1954 Code. This subsection, in form applicable 
only to individuals, allows the deduction of ‘‘all the ordinary ex- 
penses paid or incurred .. . in connection with the determination, 
collection, or refund of any tax.’’ As may be seen, even this provi- 
sion does not refer expressly to litigation expenses but relates to 
them by creating a broader category of which they are necessarily 
a part. The Committee Reports? state that the section was de- 
signed to permit an individual to deduct ‘‘legal and other expenses’’ 
incurred ‘‘in connection with a contested tax liability.’’ Since the 


VALENTINE Brookes (A.B. 1934, LL.B. 1937, University of California) is a member 
of the California Bar, Lecturer in Law, University of California Law School, and a 
partner of Kent and Brookes, San Francisco, California, and of Lee, Toomey & Kent, 
Washington, D. C. 

1 Fines, penalties, and judgments are not intended to be included. In substantial de- 
gree their deductibility presents different considerations, so that an attempt at a discus- 
sion which would comprehend them would be likely to produce obfuscation rather than 
clarification. 

2H.R. Rep. No. 1337, 83d Cong., 2d Sess. 29, A59 ach ; S. Rep. No. 1622, 83a 
Cong., 2d Sess. 218 (1954). 
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contest may be administrative instead of judicial, the expenses may 
be for services of accountants and witnesses as well as attorneys. 
The principle is the same ; the statute comprehends them all equally, 
and the discussion herein, though the expressed term of reference 
is litigation expenses, applies to all types of expense unless other- 
wise indicated. 

The addition of section 212(3) to the 1954 Code was for the pur- 
pose of allowing the same deductions for expenses of gift tax con- 
tests as were allowed under existing law for income and estate tax 
contests.* That declared purpose was thus to overturn prospectively 
the result reached by the Supreme Court in Lykes v. United States.‘ 

Unlike the statute, the Regulations have long contained express 
provisions which purport to disallow deduction of litigation ex- 
penses in certain cases. Since 1918 the Regulations have provided: ° 


The cost of defending or perfecting title to the property constitutes a 
part of the cost of the property and is not deductible. 


The apparent premise for this Regulation is the provision, now 
found in section 263(a)(1) of the 1954 Code and, in substantially 
its present form, part of the statute since 1913,* which allows no 
current deduction for 


any amount paid out for new buildings or for permanent improvements or 
betterments made to increase the value of any property or estate. 


In addition, since 1943 the Regulations have reflected the Treas- 
ury’s interpretation of former section 23(a)(2).7 The latest provi- 
sion is:® 


Expenditures incurred in defending or perfecting title to property in 
recovering property (other than investment property and amounts of in- 
come which, if and when recovered, must be included in income), or in de- 
veloping or improving property, constitute a part of the cost of the prop- 
erty and are not deductible expenses. Attorneys’ fees paid in a suit to quiet 
title to lands are not deductible; but if the suit is also to collect accrued 
rents thereon, that portion of such fees is deductible. . . . Expenditures 
incurred in protecting or asserting one’s rights to property of a decedent 
as heir or legatee, or as beneficiary under a testamentary trust, are not 
deductible expenses. 


8 Tbid. 

4343 U.S. 118 (1952). 

5 Reg. 45, Art. 293 (1918) ; Reg. 118, Sec. 39.24(a)-2. 

6 TariFF Act § II B, 38 Stat. 167 (1913). 

7 LR.C. § 212 (1954). 

8 Reg. 118, Sec. 39.23(a)-15(k) ; Proposed Reg. See. 1.212-1(a)(i) and (k) (1956). 
This version has been changed to conform to the Treasury’s interpretation of Bingham’s 
Trust v. Comm’r, 325 U.S. 365 (1945). 
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Finally, the Regulations provide, as part of a section entitled 
Personal and family expenses, and evidently deriving their sup- 
port from what is now section 262: °® 


... Generally, attorneys’ fees paid in a suit for divorce or separate main- 
tenance are not deductible. However, the part of an attorney’s fee paid in 
a divorce or separate maintenance proceeding which is properly attributable 
to the production or collection of amounts includible in gross income under 
section 22(k) is deductible under section 23(a)(2).... 


These, then, together with the general statutory authorization 
for deduction of ordinary and necessary expenses of doing busi- 
ness,’ of collecting income," and of managing and conserving 
property held for the production of income,” are the tools with 
which the courts and administrators are provided in this area. 

Five times the Supreme Court has wrestled with the problem,* 
and twice its conclusions have produced legislative correction." 
Interestingly enough, its decisions have withstood legislative scru- 
tiny only when they have sustained the taxpayer’s right to the 
deduction. The earliest of these cases is Kornhauser v. United 
States, a decision remarkable not only for its basic importance 
but also for the fact that the Treasury’s arguments did not even 
convince the Solicitor General. 

In the Kornhauser case a law partnership had been dissolved, 
after which one of the former partners received some valuable cor- 
porate stock as a fee. The other former partner unsuccessfully sued 
him for an accounting. He incurred attorneys’ fees in his success- 
ful defense of his title to the stock and deducted them in his 1918 
income tax return. The Commissioner and the Court of Claims 
thought he had no right to the deduction; the Solicitor General and 
the Supreme Court considered otherwise. The Solicitor General 
filed a brief in the Supreme Court,’ which first set forth the argu- 


9 Reg. 118, See. 39.24(a)-1. Since 1935, when Reg. 86, Art. 24-1 was promulgated, 
the Regulations have contained a provision disallowing the deduction of ‘‘ attorneys’ 
fees paid in a suit for separation.’’ 

10 T.R.C. § 162 (1954). 

11 T.R.C. § 212 (1954). 

12 [bid. 

13 Kornhauser v. United States, 276 U.S. 145 (1928); Van Wart v. Comm’r, 295 U.S. 
112 (1935) ; Comm’r v. Heininger, 320 U.S. 467 (1943); Bingham’s Trust v. Comm’r, 
325 U.S 365 (1945); Lykes v. United States, 343 U.S. 118 (1952). 

14 Van Wart v. Comm’r and Lykes v. United States, supra note 13. 

15 Supra note 13. 

16 Brief for the United States, No. 162 (Oct. Term 1927), Kornhauser v. United 
States, 276 U.S. 145 (1928). It is summarized as follows in a footnote (id. at 147-148): 
‘*The defense of this suit for an accounting must be attributable to a purpose to pro- 
tect property, or to vindicate reputation. The latter is by its expression clearly a personal 
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ments in support of the Commissioner’s position and then the rea- 
sons why the Solicitor General disagreed with them. The Commis- 
sioner’s arguments were, first, that the fee was a personal expense, 
as the Court of Claims had held," and, secondly, that the fee was 
paid to retain title to stock and therefore should be capitalized." 
The Solicitor General’s own views were that an ‘‘expenditure to 
retain income is not a personal expenditure’’ * and neither was it 
to be capitalized under the Regulations.”° 

The Supreme Court allowed the deduction in a cryptic opinion 
which rejects the basis of decision below and holds that the account- 
ing suit arose out of the taxpayer’s business and the costs of de- 
fending it were therefore business expenses, notwithstanding that 
they were paid to retain earnings already received, not to secure 
their payment. 

Since the capital expenditure argument was presented in both 
sections of the Government’s brief, it is reasonable to suppose the 
Court considered it and meant to reject it. Some later decisions of 
lower courts have so assumed, but they have interpreted the case as 
meaning only that it was the legal expense of defending title to in- 
come receipts which was not to be capitalized.” This interpretation 
of Kornhauser leaves at least one interesting question open for 
litigation, viz., how much time can elapse before an income receipt 
becomes capital, so that fees for defending it become costs of de- 
fending title to capital, not costs of retaining income? Ordinarily, 
income once taxed becomes capital. Does that mean the fees must 
be paid in the year the income becomes taxable or else be treated as 
costs of defending title to capital? If not, where is the line to be 
drawn, at two years, five years, or is it to be drawn at all if the 
property in contention can be traced to an income receipt? The 
Kornhauser case would not answer this question, except inferen- 
tially, for the record on which it was decided did not disclose the 


expense, and the former is not only a personal expense, but also a capital expense, the 
deduction of both of which is expressly forbidden by § 215(a), (b) and (c) of the Rev- 
enue Act of 1918. Appeal of Hewes, 2 B.T.A. 1279; Appeal of Cons. Mut. Oil, 2 B.T.A. 
1067; Appeal of Palmer, 3 B.T.A. 403.’’ 

17 Kornhauser v. United States, 62 Ct. Cl. 647 (1926). 

18 Brief for the United States, No. 162 (Oct. Term 1927), pp. 10-14, Kornhauser v. 
United States, supra note 16. 

19 Id. pp. 15-16. 

20 Id. pp. 16-18. As noted previously in the text, the relevant sentence appearing in 
Reg. 45, Art. 293 has remained unchanged in every later issue of the Regulations. See 
Reg. 118, Sec. 29.24(a)-2. 

21 A, J. Rassenfoss, 4 TCM 1004 (1945), rev’d, 158 F.2d 764 (7th Cir. 1946) ; Harold 
K. Hochschild, 7 T.C. 81 (1946), rev’d, 161 F.2d 817 (2d Cir. 1947); Levitt & Sons, 
Ine. v. Nunan, 142 F.2d 795, 797 (2d Cir. 1944). 


i se 
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a- year in which the income was received. While it is a compelling 
s- surmise that the income must have been received in some year prior 
e, to the successful ending of the accounting suit, when the fee was 
1S paid, it is surmise nonetheless. 
18 } Many years later, in Bingham’s Trust v. Commissioner,” the 
0 Supreme Court was asked by the Government to hold that Korn- 
it hauser governed only the expenses of defending title to income re- 
ceipts,” and it refused to do so. The Government found it neces- 
n sary to seek to limit Kornhauser in this manner, although the pre- 
- ) cise problem presented in the Bingham case was not the same as 
- in Kornhauser. The issues involved in Bingham were whether a 
t testamentary trust could deduct attorneys’ fees paid by it in un- 
e successfully resisting payment of an income tax assessed by reason 
of the payment of certain legacies in appreciated securities, and 
whether it could deduct other attorneys’ fees incurred on final dis- 
tribution of its assets. The Court of Appeals for the Second Circuit 
denied the deductions under section 23(a)(2), partly because the 
fees had nothing to do with the production of income.** Certiorari 
was granted, in part because of an allegation of conflict with Korn- 
hauser; > and the decision below was reversed partly because the 
Court decided such a conflict did indeed exist. 

The Supreme Court allowed all the deductions under section 
23(a)(2). It reasoned that since the trustees were required to in- 
vest the corpus in income-producing property, the property was 
held for the production of income. This, the Court held, was a basis 
for allowing the deduction, provided only that the fees were paid 
for services in managing and conserving the property. The services 
: need not be productive of income; indeed, if they were, that was a 

second basis for allowing the deduction. The test of deductibility, 
the Court stated, is whether the ‘‘expense . . . is directly con- 
nected with or proximately results from’’ the management and 
conservation of the property. For this conclusion the Court cited 
} Kornhauser.*® 

In deciding that legal fees paid for contesting an assessment of 
income taxes were deductible under section 23(a)(2), the Court 
overturned an explicit Regulation and overruled a series of lower 


woe 7! 





22 325 U.S. 365 (1945). 

23 Brief for Respondent, No. 932 (Oct. Term 1944), p. 28, Bingham’s Trust v. 
Comm’r, 325 U.S. 365 (1945). 

24 Bingham’s Trust v. Comm’r, 325 U.S. 365, 369 (1945); Comm’r v. Kenan, 145 
F.2d 568, 570 (2d Cir. 1944). 

25 Bingham’s Trust v. Comm’r, supra note 24, at 368-369. 

26 Id. at 373-374. : 
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court decisions which had denied the deduction either in the belief 
that the section contained no affirmative support for the deduc- 
tion ** or because the expense was believed to be personal in nature 
which section 24 made non-deductible.** The Supreme Court’s view 
in this respect was based on its conclusion that the two subdivi- 
sions of section 23(a) were in pari materia and had the same effect 
within their respective ambits. 

The Court’s conclusion that the attorneys’ fees for advice con- 
cerning the distribution of property to the heirs had the same 
premise as its decision concerning fees for income tax litigation. 
Here it relied also on the minor premise that the distribution of 
the property was part of the trustees’ duties in its management. 
This issue is interesting because the deductible expenses were in- 
curred in disposing of property, and such expenditures, when in- 
curred in connection with a sale, are regarded as capital in nature 
and are charged against the proceeds of sale,”® in this case non- 
existent. Although recognized as being ‘‘expenses in connection 
with the devolution of the property,’’ * they were nevertheless held 
to be currently deductible. 

It is evident, then, that the capital expenditure rule was promi- 
nently in the background in the Bingham case, and hence the Gov- 
ernment’s attempt to have Kornhauser confined to defense of title 
to property received as income was germane to the issue before the 
Court. In this context, there must be some significance to the fact 
that the Supreme Court twice cited the Kornhauser case as author- 
ity for a broader principle, namely, that an ordinary and necessary 
expenditure is a deductible expense if it ‘‘is directly connected with 
or proximately results from’’ the business or property manage- 
ment.** The Court must have intended to reject the Government’s 
limited interpretation of Kornhauser when it stated that expenses 
which are ‘‘a proximate result of the holding of the property for 
income’? are as fully deductible as ‘‘expenses of suit to recover in- 
come.’’ ** Any doubt on this score would seem to be eliminated by 
the concluding passages in the opinion which held a portion of the 
Regulation invalid because ** 


27 Stoddard v. Comm’r, 141 F.2d 76 (2d Cir. 1944); Hord v. Comm’r, 143 F.2d 73 
(6th Cir, 1944). 

28 Higgins v. Comm’r, 143 F.2d 654 (1st Cir. 1944). 

29 Reg. 118, Sec. 39.24(a)-2; Helvering v. Union Pacific R. Co., 293 U.S 282, 286-287 
(1934). 

30 Bingham’s Trust v. Comm’r, 325 U.S. 365, 374 (1945). 

81 Id. at 374, 376. 

82 Id. at 376. 

33 Id. at 377. 


} 
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... So far as this regulation purports to deny deduction of litigation ex- 
pense unless it is to produce income, it is not in conformity to the statute, 
for the reasons already stated, or with the Regulation already mentioned, 
which provides that in addition to expenses for the production or collection 
of trust income, expenses of management or conservation of trust property 
held for the production of income are also deductible. To that extent and to 
the extent that it departs from the rule of Kornhauser v. United States, 
supra, it conflicts with the meaning and purpose of § 23(a) (2), and so is 
unauthorized. Helvering v. Reynolds Tobacco Co., 306 U.S. 110, 59 S.Ct. 
423, 83 L. Ed. 536. 

The uncertainty and interstices left by these two decisions in the 
application of the capital expenditure rule to litigation expenses 
are not removed by any of the Court’s three other decisions in this 
area. One of these cases, Van Wart v. Commissioner,** denied the 
right to deduct attorneys’ fees paid to recover income, because the 
successful plaintiff was not engaged in business and therefore could 
have no business expenses. This decision was overruled in 1942 by 
the statute involved in the Bingham case.* The other two cases 
illustrate not the capital expenditure rule but two additional 
grounds for disallowance which must be considered: personal ex- 
penses and public policy. 

It will be recalled that one of the twin grounds unsuccessfully 
offered in Kornhauser to justify denial of the deduction was that 
the attorneys’ fee was a personal expense. In Lykes v. United 
States,** this contention became the basis of a decision disallowing 
the deduction of attorneys’ fees paid to reduce a gift tax deficiency. 
The gift tax was imposed on the gift of stock in the family corpo- 
ration by the taxpayer to his wife and three children. Disagree- 
ment over the value of the gift caused the controversy which in 
turn produced the fees. Over the dissent of three Justices, the Su- 
preme Court held that an expense which had its ultimate source in 
a voluntary diminution of income-producing property could not be 
held to be an expense of ‘‘management, conservation or mainte- 
nance’’ of either the property given away or of that which was 
left. The Court said, ‘‘Insofar as gifts to members of a donor’s 
family are in the nature of personal or family expenses, the donor’s 
expenditures for accounting, legal or other services incurred in 


84 295 U.S. 112 (1935). This case has gone into limbo with United States v. Pyne, 313 
U.S. 127 (1941), denying the deduction of attorneys’ fees paid for advice and con- 
sultation in estate administration not amounting to a business. 

35 The amendatory provision is presently in section 212 (1954), where it provides that 
an individual may deduct all the ordinary and necessary expenses paid, inter alia, 
**(1) for the production or collection of income; (2) for the management, conservation, 
or maintenance of property held for the production of income. ...”’ 

86 343 U.S. 118 (1952). ; 
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making those gifts are of a like nature.’’ ** The fact that the serv- 
ices reduced the cost of the gift, which would otherwise have dimin- 
ished the amount of the retained property, was held not to stamp 
the legal expenses as being paid to ‘‘conserve”’ the latter.** 

The actual result reached in Lykes does not obtain under the 1954 
Code; * but it remains to be seen whether the Court will feel that 
the legislative disapproval of the result must be regarded as a 
mandate to reexamine the thinking which produced it. In his dis- 
sent, the late Justice Jackson had attempted to undermine that 
thinking through ridicule, by indicating the absurd results which 
could follow from abandoning a test of proximate cause and substi- 
tuting one of ‘‘remote and multiple causations.’’ *° Possibly the 
Court may conclude that history has proved him right. For the 
present, however, no one can say with certainty that the destruc- 
tion of Lykes’ substance has also obliterated its shadow. One area 
in which that shadow still may be seen is in the deduction of attor- 
neys’ fees in divorce cases and property settlements, a subject to 
be discussed later. 

The remaining ground for disallowing the deduction of litigation 
expenses which the Supreme Court has considered is public policy. 
In Commissioner v. Heininger * the Court allowed a dentist to 
deduct his attorneys’ fees paid for unsuccessfully suing to set aside 
a Post Office fraud order, rejecting the public policy argument. The 
dentist’s business was that of selling false teeth through the mails, 
and the postal order was based on an administrative determination 
that he made false representations in his mail solicitation. The 
fraud order, which meant destruction of that business, was upheld 
in the courts. 

His attorneys’ fees in attempting to set aside the order were held 
non-deductible by the Commissioner. The Government’s defense of 
this action was based on a neat syllogism, seeking to find support 
for its position in the meaning of ‘‘ordinary’’ and ‘‘necessary’’: 
it is neither ‘‘ordinary’’ nor ‘‘necessary’’ to engage in fraudulent 
practices ; therefore, an expenditure to defend such practices is not 
‘‘ordinary and necessary.’’ ** A second line of argument assumed 
that the literal statutory language would support the deduction but 


37 Id. at 121. 

88 Id. at 125. 

89 T.R.C. § 212 (1954). 

40 Lykes v. Comm ’r, 343 U.S. 118, 128 (1952). 

41 320 U.S. 467 (1943). 

42 Brief for Petitioner, No. 63 (Oct. Term 1943), p. 11, Comm’r v. Heininger, 320 
U.S. 467 (1943). 
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contended that it should be denied in the interests of public policy. 
The gist of the argument was that Congress did not intend to 
encourage activities it had elsewhere prohibited, by subsidizing 
through a tax deduction an effort to find judicial sanction for con- 
tinuing them.” 

Neither argument proved convincing, the Court unanimously 
allowing the deduction. Rejecting the Government’s syllogism, it 
concluded that the litigation expenses were ordinary, because any- 
one threatened with the loss of his business would incur them, 
and were necessary, for the same reason. The Court then passed to 
the public policy argument, which dealt, as did the basis of decision 
in the Lykes case, with the original cause of the litigation. The 
Court pointed out that section 23(a) contains ‘‘no express refer- 
ence’’ to the lawful or unlawful character of either the expenditure 
or its cause, and it observed that the deduction would have to be 
allowed unless allowance would ‘‘frustrate the sharply defined 
policy’’ of the postal statutes.** The Court stated that the policy 
of those statutes is not to deter accused persons from employing 
counsel in their own defense, and that to disallow the deduction for 
counsel fees would add a punitive effect to the fraud order which 
Congress had not expressly or impliedly provided.” 

In a later case, Lilly v. Commissioner, involving another type 
of deduction, the Supreme Court expanded its views first enunci- 
ated in Heininger and held that public policy will not prevent dis- 
allowance of a deduction unless ‘‘evidenced by some governmental 
declaration’’ of the public policy.** This case is discussed at some 
length hereinafter ** and, since it did not involve litigation expenses, 
will not be pursued at this point beyond the observation that over 
eight years after its Heininger decision the Supreme Court still 
thought well of it. 

These Supreme Court pronouncements have not provided a suf- 
ficiently generous supplement to the statutory and regulatory 
guides to eliminate all controversy. The lower courts have not been 
able to evolve either a consistent or a predictable pattern. This in- 


43 Id. pp. 12-21. In the oral argument more emphasis was placed on the subsidy argu- 
ment than had been done in the brief. In both brief and oral argument, reliance was 
also placed on Textile Mills Securities Corp. v. Comm’r, 314 U.S. 326 (1941). The Court 
distinguished that decision on the ground that it was based on a long-standing Regula- 
tion. Comm’r v. Heininger, 320 U.S. 467, 470 (1943). 

44 Comm’r v. Heininger, supra note 43, at 474. 

45 Id. at 474-475. 


46 343 U.S. 90 (1952). 
47 Lilly v. Comm’r, supra note 46, at 97. 
48 See discussion at pp. 269 et seq. 
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ability is most exasperating in cases where the capital expenditure 
argument is made, for this is at once the most numerous class of 
cases and the one in which the tools of decision are least helpful. 
This aspect of the problem will be first discussed. 


THe CapiraL ExpenpIturRE RuLE 


A Supreme Court case frequently cited by the lower courts to 
support the capitalization of attorneys’ fees is Welch v. Helver- 
ing, an action not involving either litigation expenses or the capi- 
tal expenditure rule. The opinion actually distinguishes litigation 
expenses from the expenditures considered there, which it thought 
were ‘‘extraordinary,’’ not ordinary, and therefore not within any 
statute making them deductible.” 

The taxpayer in the Welch case voluntarily paid some of the 
debts of a bankrupt corporation of which he had been an officer, 
for the purpose of restoring or enhancing his business relations 
with former customers of the corporation who were potential cus- 
tomers of his. The Commissioner ruled the payments were capital 
expenditures for good will. While the Court sustained his deter- 
mination, it did so on another ground. It accepted the taxpayer’s 
judgment that the payments were necessary to his business, but it 
did not agree that they were ordinary. They were not within ordi- 
nary or normal conduct in the given circumstances, as the Court 
understood ordinary conduct, and hence the terms of the statute 
did not authorize their deduction. 

Had the Court stopped there,™ its opinion might have been less 
troublesome. It proceeded, however, to compare these payments 
with expenditures to improve reputation and education and then 
remarked that ‘‘ Reputation and learning are akin to capital assets, 
like the good will of an old partnership. ... The money spent in 
acquiring them is well and wisely spent. It is not an ordinary ex- 
pense of the operation of a business.’’ ** It is probable that Justice 
Cardozo did not mean that payments which were both necessary 
and ordinary in the sense of being normal reactions to a situation 
not uncommon in the life of the community were to be capitalized 
because they added to the value of reputation. He persistently re- 
fused, even in the above quoted language, to admit that the ex- 


49 290 U.S. 111 (1933). 

50 Welch v. Helvering, supra note 49, at 114. 

51 As the Court of Appeals for the Eighth Circuit had done. Welch v. Comm’r, 63 
F.2d 976 (8th Cir. 1933). 

52 Welch v. Helvering, supra note 49, at 115-116. 
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penditures were ordinary at all, and he had earlier contrasted attor- 
neys’ fees as exemplified by the Kornhauser case. Although his 
language has sometimes been differently interpreted by the lower 
courts, it has not been by the Supreme Court. Accordingly, consid- 
eration of Welch v. Helvering in studying the capital expenditure 
rule seems unwarranted. 

A review of the statutory scheme should be made at this point. 
As continued in the 1954 Code, the statute authorizes the deduction 
of all the ordinary and necessary expenses paid or incurred in car- 
rying on any trade or business,** or for the production or collection 
of income or management of income property, etc.** Personal liv- 
ing or family expenses are expressly non-deductible,” as are also 
expenditures ‘‘for permanent improvements or betterments made 
to increase the value of any property or estate.’’ °° No adjustment 
to basis is provided for any personal expenditures, but ‘‘proper 
adjustment’’ to the basis ‘‘of the property’’ is required ‘‘for ex- 
penditures ... properly chargeable to capital account... .’’™ 

It would appear from the statute, therefore, that an ordinary and 
necessary business expense is currently deductible unless it perma- 
nently improves or betters property or an estate, thus increasing 
its value; and if it does the latter, that the expenditure is to be 
capitalized by adding the expenditure to the basis of the property 
or estate so improved or bettered. If this is the statutory scheme, 
it has been flouted by numerous lower court decisions. 

Some lower courts, notably the Tax Court, have of late come to 
give the widest possible application to the provision in the Regula- 
tions ®* to the effect that the cost of defending or perfecting title to 
property is ‘‘a part of the cost of the property and is not deduct- 
ible.’’? They have not seemed to be troubled by, or have not stopped 
to consider, the circumstance that title to property is, in some form 
or another, involved in nearly all civil litigation. 

Some litigation, such as a quiet title suit, is primarily about title 
and is instituted with the purpose, in the statutory language, ‘‘to 
increase the value of [the] ... property or estate’’ of the plaintiff. 
The same may be true of ejectment, though not necessarily. A suit 
for an accounting, although equitable in nature, necessarily in- 
volves the ownership of either past or present income and often 


53 I.R.C. § 162(a) (1954). 

54 LR.C. § 212 (1954). 

55 L.R.C. § 262 (1954). 

56 T.R.C. § 263(a) (1) (1954). This section is entitled Capital expenditures. 
57 LR.C. § 1016(a) (1) (1954). : 

58 Supra note 5. 
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also of the property which produced it.®® And if one is to be entirely 
realistic, title to property is involved in every tort action and every 
action of debt or assumpsit, since a judgment for the plaintiff will 
result in property of the defendant becoming property of the plain- 
tiff; the outcome will affect the wealth of both men. The difference 
between an action in tort or debt and one to quiet title or in eject- 
ment is that the latter involve title to specific property, whereas 
for the plaintiff in the former class any property will do, providing 
only that it be the defendant’s. 

The statute and Regulations both contain some faint suggestion 
that a distinction is intended between litigation in which title to 
specific property is at stake and that in which a recovery would be 
merely a general charge against the defendant’s property.® The 
cases do not, however, lend much support to such distinction. Thus 
Kornhauser and Bingham™ both allowed the deduction of attor- 
neys’ fees for services involving defense or devolution of title 
to specific property, and Bingham also allowed the deduction of 
attorneys’ fees expended in an unsuccessful effort to avoid a 
money judgment for taxes. Nothing in either opinion suggests that 
any difference was seen on account of the character of the prop- 
erty. Moreover, decisions holding that the cost of recovering money 
capital is to be capitalized do so without even discussing such dis- 
tinction.” 

Yet there is a fundamental difference in the consequences of capi- 
talizing the cost of recovering money and of capitalizing the cost of 
recovering specific property. If P sues for a declaratory judgment 
that the claim of the upstart D to ownership of the office building 
to which P has had record title for twenty years is baseless, and if 
P is denied a current deduction for the costs of litigation, at least P 
will be able to add those costs to the basis of the property under 
section 1016(a)(1). P can recover some of this cost through de- 


59 Kornhauser y. United States, supra note 13; Rassenfoss v. Comm’r, supra note 21; 
and Hochschild v. Comm’r, supra note 21, are examples of this. 

60 This suggestion is found in the repeated use in the Regulations of the expression 
‘*the property’’ and in the statute of the term ‘‘any property or estate,’’ which suggest 
specific property rather than cash. Since, however, it has been held that the term ‘‘ prop- 
erty’’ when used in its natural and ordinary sense includes cash (Tri-Lakes 8.8. Co. v. 
Comm’r, 146 F.2d 970 (6th Cir. 1945)), the implication is not very strong. 

61 Supra note 13. 

62 Helvering v. Stormfeltz, 142 F.2d 982 (8th Cir. 1944); The Pennroad Corp., 21 
T.C. 1087 (1954), aff’d on other grounds, 228 F.2d 329 (3d Cir. 1956). In fact, the 
Stormfeltz opinion found a reason for not applying section 23(a)(2) (1939) in the 
fact that the taxpayer’s successful suit was to recover money damages and not title to 
specific property. Possibly the point was argued in Daniel 8. W. Kelly, 23 T.C. 682, 688 
(1955), aff’d, 228 F.2d 512 (7th Cir. 1956), but if so, it was without avail. 
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preciation, and that allocable to the land he will recover if he ever 
sells the land. But if P obtained a money judgment for capital and 
the fees he pays are capitalized, his chance of recovering those capi- 
talized expenditures by adding them to the basis of the cash would 
be slim indeed. Can there be any question about the attitude the 
Service would assume if every time Mrs. P bought a dollar of gro- 
ceries for the family, P took a 15-cent deduction on the ground that 
the dollar had a basis to him of $1.15? 

Or take the facts involved in The Pennroad Corporation v. Com- 
missioner, where the plaintiff received $15,000,000 in cash in set- 
tlement of lawsuits, and the cash was held to be a recovery of 
capital. The attorneys’ fees and other expenses of litigation totalled 
over $2,500,000, and the portion of the fees involved before the Tax 
Court was held to be ‘‘capital expenses.’’ The Tax Court obviously 
considered that conclusion followed as a matter of course from its 
prior conclusion that the recovery was of capital and not of in- 
come. Yet analysis of what follows should, it seems, raise some 
question concerning this. The Pennroad Corporation was entitled 
to receive and have capital of $15,000,000, but after paying the costs 
of obtaining that capital, the corporation had only $12,500,000. 
Thus, it was $2,500,000 poorer than it should have been. If it 
invests its recovered capital in income-producing properties, it 
will have only $12,500,000 to invest. That figure, not the original 
$15,000,000, will be the cost and therefore the basis of the pur- 
chased properties. Accordingly, $2,500,000 of basis has vanished 
permanently. The effect, then, is to convert the $2,500,000 from a 
capital expenditure to something as permanently non-deductible 
as a personal expenditure. 

The theory behind disallowing present deductions for certain ex- 
penditures of a capital nature is that it cannot be said that the tax- 
payer is poorer on account of the expenditure so long as he con- 
tinues to own the property. This theory does not fit the facts 
where cash capital is recovered. In such cases, the taxpayer is per- 
manently out-of-pocket the costs of litigation, and he will never 
receive tax recognition of that fact if he does not get it when he 
pays those costs. 


63 21 T.C. 1087 (1954). 

64 The theory has been variously stated. In one place in Regulations 118 (See. 39.24 
(a)-2) it is stated in terms of ‘‘amounts paid for increasing the capital value. . . of 
property.’’ In another (Reg. 118, See. 39.23(a)-4; Proposed Reg. Sec. 1.162-4 (1956) ), 
concerning repairs, it is in terms of expenditures which ‘‘materially add to the value of 
the property.’’ 

65 A comparison of two cases reaching opposite conclusions where there were cash 
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The capitalization of litigation expenses has not been confined to 
cases where the litigation added to the taxpayer’s wealth. Since 
the statute ® disallows current deduction of expenditures made 
‘*to increase the value of any property or estate,’’ litigation ex- 
penses paid to recover possession or legal title which previously 
resided in another could clearly be distinguished from those paid 
in successful defense or vindication of title and possession long 
thought secure. Yet the opinions do not suggest that any such dis- 
tinction is being recognized, although perhaps the actual results 
reached in some of the cases make more sense on this rationale 
than on any other. 

Many decisions require the capitalization of legal expenses paid 
to beat off unexpected attacks on theretofore unchallenged title. To 
illustrate the problem, suppose A has, and for twenty years has 
had, unchallenged legal title to Blackacre, and suppose further that 
at this point B institutes a suit laying claim to the title based on 
recently discovered fraud. Thus A has litigation expenses. Let us 
suppose further that A wins. Now to state the issue in the terms 
the statute uses: Have these litigation expenses increased the value 
of A’s property or estate? The answer to this question probably 
will vary, dependent on the point of time from which one surveys 
the situation. A’s title is no better and no more valuable now than 
it was before the suit, at which time it was as clear and valuable as 
any fee simple title could be. But it is certainly a better and more 
valuable title after A’s victory than it was while B’s claim was 
pending in court. Yet if the problem were expressed and decided 
in terms of the language of the statute, the probable result would 
be that A would be allowed to deduct the litigation expenses. This 
result would be based on the settled rule in the analogous situation 
of expenses to overcome the damage caused by fire, storm, or other 
casualty. 

The deduction by a business of expenses to overcome damage 


recoveries will also illustrate the point, although neither Court appears to have con- 
sidered it. In Comm’r v. Speyer, 77 F.2d 824 (2d Cir. 1935), cert. denied sub nom. Hel- 
vering v. Speyer, 296 U.S. 631 (1935), attorneys’ fees for obtaining a cash award which 
represented recovery of both capital and income were held deductible in their entirety on 
the authority of Kornhauser. But in Helvering v. Stormfeltz, 142 F.2d 982, 984 (8th Cir. 
1944), attorneys’ fees for obtaining a cash recovery from a bonding company on account 
of guardian’s embezzlement were held non-deductible to the extent that the recovery was 
not income. In fact, there is some suggestion in the opinion that the taxpayer’s case, 
which arose under what is now section 212 (1954), would have been considered stronger 
had it involved the recovery of specific property instead of cash. Cf. Vincent v. Comm’r, 
219 F.2d 228 (9th Cir. 1955), allowing the deduction in full in comparable circumstances 
as a loss from theft. 
66 T.R.C. § 24(a) (2) (1939); IL.R.C. § 263 (a)(1) (1954). 
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caused by fire, storm, or other casualty is not based on any specific 
statute. Section 165(c), which is a specific statute, applies only to 
individuals and to such of their property as is not connected with a 
trade or business. Authority for the deduction of the cost of recov- 
ering stolen property, or of rebuilding storm damaged buildings or 
levees, or of replacing stolen parts, must, in the case of a business, 
be found in section 162 (the business expense section) or in section 
165(a) (the general loss section), both of which are limited by sec- 
tion 263(a)(1) (the capital expenditure section). Yet these expenses 
are allowed as deductions, despite the fact that they add to the 
value of the property or estate as contrasted with its value imme- 
diately after the catastrophe.” 

Litigation expenses incurred in a title action are disallowed as a 
deduction and are treated as capital in nature though the attack on 
title is as sudden, unexpected, and potentially catastrophic as a 
hurricane. Several cases have so held in circumstances substan- 
tially like those in the supposititious case above.® They have done 
so because the courts have turned their eyes not toward the statute, 
but toward the Treasury’s Regulation. 

Two of the cases, where apparently an effort was made to get the 
courts to focus on the statute instead of the Regulation, adequately 
illustrate this. In one,® a claim based on a fraudulent deed was 
made to a large land area, title to which had rested in the taxpayer 
without challenge for thirteen years. Prior title searches had been 
made without revealing the fraudulent deed, so it is evident that 
for at least the latter part of that period the taxpayer had had a 
marketable title in fee simple. When the claim was presented, the 
taxpayer did not wait to be sued but brought a quiet title suit him- 
self, which was successful. The attorneys’ fees were held to be non- 
deductible capital expenditures, both Court and Board considering, 
as stated by the Court,” that it was ‘‘immaterial that this peti- 
tioner was required to defend the title long after the property was 
first acquired, and at a time when he reasonably might have ex- 
pected to incur no additional title expense.’’ In the second of these 


67 Zimmern v. Comm’r, 28 F.2d 769 (5th Cir. 1928); Rankin v. Comm’r, 60 F.2d 76 
(6th Cir. 1932); Harris Hardwood Co., Inc., 8 T.C. 874 (1947), Aecq., 1947-2 Cum. 
BULL. 2. 

68 Murphy Oil Co. v. Burnet, 55 F.2d 17 (9th Cir. 1932), aff’d on other grounds, 287 
U.S. 299 (1932); Jones’ Estate v. Comm’r, 127 F.2d 231 (5th Cir. 1942), affirming 43 
B.T.A. 691 (1941) ; James C. Coughlin, 3 T.C. 420 (1944). 

69 Jones’ Estate v. Comm’r, supra note 68. There were three dissenters in the Board of 
Tax Appeals decision. 

70 Jones’ Estate v. Comm’r, 127 F.2d 231, 232 (5th Cir. 1942), affirming 43 B.T.A. 691 
(1941). . 
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cases,” the Tax Court considered the point well settled and disal- 
lowed the deduction of attorneys’ fees paid in defense of a pro- 
ceeding to perpetuate testimony which a possible claimant to title 
to property the taxpayer had owned without challenge for many 
years thought might show there was some doubt to the title. The 
proceeding was ultimately dismissed without further challenge to 
the taxpayer’s title having been made. 

In both cases the taxpayer’s title to the property was no more 
marketable or valuable after the groundless claim was dismissed 
than it had been before it was advanced. The statutory condition 
for capitalization of litigation expenses, that the proceeding ‘‘in- 
crease the value of [the] property or estate,’’ was therefore not 
met.”* That fact did not apparently disturb the courts in the least,” 
because they considered the Regulation controlling. Thus, the 
Court of Appeals for the Fifth Circuit stated that because the Reg- 
ulation had been in effect since 1916, it had become part of the 
statute under the reenactment doctrine, and under its sweeping 
terms there is no exception to the rule that the cost of defending or 
perfecting title to property is a capital expenditure.” 

Since the taxpayers lost these cases, naturally enough they have 
lost weaker ones as well.” In fact, if the Regulation were applied 
as mechanically in all the cases as it was in the two discussed above, 
and as it consistently has been applied by the Tax Court recently, 
litigation expenses would always be non-deductible if title to prop- 
erty was directly involved in the litigation. Not all cases have been 
lost by the taxpayers, however. Some of their recent victories will 
be discussed later. 

For many years the law was thought, without serious challenge, 
to be that attorneys’ fees paid to recover or defend title to both 


71 James C. Coughlin, supra note 68. 

72 On this point Murphy Oil Co. v. Burnet, supra note 68, relied on by the Tax Court, 
and Levitt & Sons, Inc. v. Nunan, supra note 21, may be distinguishable. In the former 
the claim, though stale, had sufficient merit to command a high price by way of settle- 
ment, and in the latter a figure somewhat high for mere nuisance value was paid in 
settlement of a claim the taxpayer maintained was frivolous. In both cases the attor- 
neys’ fees were held to be capital expenditures. It may certainly be argued that if a 
taxpayer fears a cloud on title enough to pay the claimant to withdraw it, he has in- 
creased the value of his estate in the process, and the settlement itself and the attorneys’ 
fees together constitute the cost of the increase. 

73 In fact, the Court of Appeals for the Fifth Circuit overruled one of its own prior 
decisions (Bliss v. Comm’r, 57 F.2d 984 (5th Cir. 1932)), which had adopted the statu- 
tory test. Jones’ Estate v. Comm’r, supra note 70, at 232. 

74 Jones’ Estate v. Comm’r, supra note 70, at 232. 

75 See, for example, Bowers v. Lumpkin, 140 F.2d 927 (4th Cir. 1944), cert. denied, 
322 U.S. 755 (1944); Addison v. Comm’r, 177 F.2d 521 (8th Cir. 1949); Shipp v. 
Comm ’r, 217 F.2d 401 (9th Cir. 1954). 
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capital and income were, in any event, deductible to the extent that 
they were allocable to the recovery or defense of income.” This 
conclusion was based on the Kornhauser case and was the natural 
corollary of the limitation sometimes placed on that case ™ to the 
effect that it held merely that litigation expenses were deductible 
when they were paid to retain title to income. Prior to 1942, when 
the forerunner of present section 212 was enacted, an exception 
was made in the case of an individual not engaged in business, who 
could not deduct litigation expenses even though paid to recover or 
retain income.” But strangely, in 1947 the Tax Court, relying on 
one of the cases denying the deduction under pre-1942 law to an 
individual not engaged in business,” held that litigation expenses 
paid to retain title to both income and the property which produced 
it were not deductible even in part, although incurred by a business 
corporation, because title to the asset producing the income was 
also defended.® That decision was affirmed, on the ground that the 
defense of income was merely corollary to the defense of title to 
the capital which produced it.*? The Tax Court has since followed 
that decision in some instances * but has refused to apply it in 
several more recent cases.** At the moment it cannot be said that 
the Court has decided to adhere exclusively to either rule. 

One virtue of mechanical adherence to any simplified rule is cer- 
tainty, and except for its recent decisions where both income and 
capital are recovered, the trend of decisions in the Tax Court has 
been to impart the certainty of disallowance. However, not all the 
appellate courts have been content to approve the mechanical capi- 
talization of all litigation expenses where acquisition or defense of 
title resulted. In such cases, the appellate courts have laid emphasis 


76 See, solely by way of example, Helvering v. Stormfeltz, 142 F.2d 982, 984 (8th Cir. 
1944) ; Harold K. Hochschild, 7 T.C. 81, 88 (1946), rev’d on other grounds, 161 F.2d 
817 (2d Cir. 1947); Virginia Hansen Vincent, 18 T.C. 339, 349-350 (1952), rev’d on 
other grounds, 219 F.2d 228 (9th Cir. 1955); William A. Falls, 7 T.C. 66, 72 (1946) ; 
Reg. 118, Sec. 39.23 (a)—15(k). 

77 See supra note 21. 

78 Van Wart v. Comm’r, 295 U.S. 112 (1935); Moynier v. Welch, 97 F.2d 471 (9th 
Cir. 1938). 

79 The case cited was Moynier v. Welch, supra note 78. 

80 Safety Tube Corp., 8 T.C. 757 (1947). 

81 Safety Tube Co. v. Comm’r, 168 F.2d 787 (6th Cir. 1948). 

82 Mideo Oil Corp., 20 T.C. 587 (1953). 

8s E. J. Murray, 21 T.C. 1049, 1061 (1954), where the allocation was on the basis of 
time spent on the accounting for income and time spent on establishing ownership of 
principal; Daniel 8. W. Kelly, supra note 62, where reliance was placed on the specific 
provision in the Regulations allowing the deduction to the extent allocable to recovered 
income. See note 8 supra and James Petroleum Corp., 24 T.C. 509 (1955). 
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on the Supreme Court’s decisions in the Kornhauser and Bingham 
cases ** rather than on the Regulation. 

One of these cases is Rassenfoss v. Commissioner,®* where a part- 
ner was held entitled to deduct litigation expenses for a partially 
successful defense of his interest in the partnership, its income and 
its assets, against the claim of another to be entitled to a share. The 
Tax Court had held that since the defense was of capital, the ex- 
penses must be capitalized, but the Court of Appeals for the Sev- 
enth Circuit held they were deductible on the authority of Korn- 
hauser, Bingham, and several earlier, more liberal decisions of the 
tribunal it was reviewing. Preliminary to its decision, it made a 
comment about the cases which were cited to it which bears repeat- 
ing: *¢ 

... the line of demarcation between an ‘‘ordinary and necessary expense’’ 
as a deductible item and an expenditure incurred in defense of title to prop- 
erty and therefore not deductible is extremely narrow. In fact, in some of 
the cases it appears to have been drawn on an arbitrary rather than on a 
basis of reason or logic. 


The Court concluded that since the suit arose out of the business, 
was for an accounting, and the question of title was merely inci- 
dental, the expenses were deductible. 

Similarly, in Hochschild v. Commissioner ™ litigation expenses 
incurred to resist an accounting were held deductible even though 
the purpose of the accounting was to wrest title to stock from the 
taxpayer. The Court acknowledged that, as the Tax Court had 
emphasized in its contrary decision, title to property was involved, 
but it pointed out that the taxpayer also might have been held 
accountable personally, from other assets, had he lost. Again Korn- 
hauser and Bingham were cited. 

One judge dissented in an interesting opinion which neither 
agreed fully with his colleagues nor with the Tax Court. He agreed 
that the fees were deductible to the extent the suit had sought to 
hold him liable for damages beyond the title which was directly 
challenged, because to hold otherwise would be to capitalize all 
litigation expenses in cases where an adverse judgment would di- 
minish the defendant’s net assets. He thought, however, that to the 
extent that the accounting challenged the taxpayer’s title to the 
stock, title was directly involved and the fees were accordingly non- 


84 Supra note 13. 

85 158 F.2d 764 (7th Cir. 1946), reversing 4 TCM 1004 (1945). 
86 Rassenfoss v. Comm’r, supra note 85, at 766. 

87 161 F.2d 817 (2d Cir. 1946), reversing 7 T.C. 81 (1946). 
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deductible under the authority of a host of Courts of Appeals deci- 
sions. His analysis is difficult to refute, but its significance lies more 
in the fact that it failed to persuade his colleagues, thus indicating, 
as has been suggested above, that mechanical application of the 
Regulation, absent a supporting statute, produces results which 
some judges find too unpalatable to be accepted. 

The contrast between Allen v. Selig,** on the one hand, and Gar- 
rett v. Crenshaw, on the other, two virtually contemporaneous 
decisions by different Courts of Appeals, illustrates forcefully the 
sharp differences in result the taxpayer’s place of residence may 
produce. In both cases the holder of the equitable interest in prop- 
erty incurred litigation expenses in establishing legal title. In the 
Garrett case the expenses were held capital expenditures, on the 
authority of the Regulation and a prior decision of the same 
Court.® In the Selig case the expenses were held ‘‘conservatory”’ 
in nature and hence fully deductible, on the authority of the Bing- 
ham case.” The inevitable minor factual differences between the 
two cases do not justify the difference in result, unless one is to 
conclude that because no two cases are exactly alike there are no 
precedents in this field. 

There is no explicit statutory distinction between a fiduciary of 
an estate and anyone else so far as this problem is concerned. 
There are suggestions in some of the cases, notably Bingham and 
the decision of the Court of Appeals for the Third Circuit in Com- 
missioner v. Goldberger’s Estate, that because fiduciaries are ob- 
ligated by law to conserve assets of the estates entrusted to them 
and to invest them to produce income, all their litigation expenses 
are deductible under section 212. In the latter case the Regula- 
tions * were interpreted as so providing. The particular Regula- 
tion cited does state that deduction is permitted for ‘‘administra- 
tion expenses, including fiduciaries’ fees and expenses of litigation, 
which are ordinary and necessary in connection with the perform- 
ance of the duties of administration ... except to the extent that 


88 200 F.2d 487 (5th Cir. 1952). 

89 196 F.2d 185 (4th Cir. 1952). 

90 Bowers v. Lumpkin, 140 F.2d 927 (4th Cir. 1944). 

91 The Court of Appeals for the Ninth Circuit in a pre-Bingham case held, as did the 
Court of Appeals for the Fourth Circuit in the Garrett case, that litigation expenses 
paid by the owner of the equitable title to secure legal title are capital expenditures. 
Schwabacher v. Comm’r, 132 F.2d 516 (9th Cir. 1942). 

92213 F.2d 78, 84 (3d Cir. 1954), reversing on this point Adele Trounstine, 18 T.C. 
1233 (1953). 

93 See Reg. 118, Sec. 39.23(a)-15(i); Proposed Reg. Sec. 1.212-1(a)(i) and (k) 
(1956). . 
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such expenses are allocable to the production or collection of 
tax-exempt income.’’ However, another section of the Regulation 
states the rule that expenses of defending or perfecting title are 
capital expenditures. Since the statute itself does not make the dis- 
tinction, and since the Supreme Court in Bingham did not hold 
that there was such a distinction, one cannot but wonder if the real 
explanation of the outcome in Goldberger’s Estate is a judicial re- 
luctance to conclude that $43,598.57 of cash had acquired a basis of 
$108,453.59. 

The Tax Court was not deterred by either consideration and 
capitalized the cost of recovering cash, thus permanently preclud- 
ing deduction.” If the Tax Court does not feel that the permanent 
loss of the deduction goes beyond the statutory intendment, one 
may wonder whether that Court would hold that the litigation ex- 
penses of losing title are as non-deductible as the expenses of ‘‘ per- 
fecting or defending’’ it. The quoted words are from the Regula- 
tion the Tax Court has consistently applied to deny the deduction; 
one might construe them to apply only to a situation where it was 
the taxpayer’s title which was perfected or defended instead of his 
adversary’s. But the Tax Court has even capitalized the cost of 
losing title! And in one ease it was affirmed for doing so, and while 
in the other it was reversed, the reversal was based on another 
ground.” 

One might inquire whether the obligation to capitalize the cost of 
unsuccessfully litigating title to property does not give the claim 
to the property a basis, so that when the claim becomes worthless 
a loss is sustained which, being from a transaction entered into 
for profit, is deductible by individuals as well as corporations. In 
Urquhart v. Commissioner ® this argument was advanced, but 
while it was not held to be unsound in the abstract, it was held to 
be unavailing, on the ground that the fees were paid and sought 
to be deducted in 1946, and not until 1949 was the claim held to be 
worthless. Since the decision was reversed on appeal, it may not 


94 Adele Trounstine, 18 T.C. 1233 (1953), rev’d on this point sub nom. Comm’r v. 
Goldberger’s Estate, 213 F.2d 78 (3d Cir. 1954). Other cases where the courts have done 
the same thing are The Pennroad Corp., Helvering v. Stormfeltz, and Kelly v. Comm’r, 
all supra note 62. 

95 Burt Beck, 15 T.C. 642, 668 (1950), aff’d per curiam, 194 F.2d 537 (2d Cir. 1952) ; 
George Gordon Urquhart, 20 T.C. 944 (1953), rev’d, 215 F.2d 17 (3d Cir. 1944). In the 
first of these cases the ground of disallowance was not the Regulation but the failure 
of the statute, now section 212, to permit a non-business deduction for attempting to 
conserve the property one does not own. The latter case involved business property, 
however, and was based on cases relying on the Regulation. 

96 215 F.2d 17 (3d Cir. 1944). 
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be regarded as having much value as a precedent for the denial of 
the deduction, although the reversal was not based on the fact that 
the claim to title was lost, but on broader grounds which reject the 
simple syllogism that if title is involved the expenses are to be 
capitalized. 

As previously indicated, the reason for the confused state of the 
authorities is the basic difficulty of reconciling the Regulations with 
the Supreme Court decisions in the Kornhauser and Bingham 
cases. As has been observed above, if the Supreme Court had given 
the basic Regulation on this subject the same effect and mechanical 
application some of the other courts have come to give it, certainly 
the Kornhauser case, and possibly the Bingham case as well, would 
have been differently decided. Instead of following the simple ap- 
proach of the Regulations, the Supreme Court evolved its own 
‘*proximate cause’’ test, allowing the deduction if the conduct of 
a business, or conservation or management of investments was the 
proximate cause of the deduction. Thus litigation expenses for suc- 
cessfully defending title to property were held currently deduct- 
ible in Kornhauser, and whether or not that case is confined to 
defense of title to property which once was income, the fact re- 
mains that the broad language of the Regulation would have pro- 
duced a different result had it been considered controlling. 

It would seem, therefore, that a partially invalid Regulation has 
remained unchanged for forty years. Does the reenactment rule ap- 
ply to an invalid Regulation? Or, stating the question differently, 
can the Treasury utilize the reenactment rule to overrule a Supreme 
Court decision holding a Regulation partially invalid? When the 
question is stated in this way, of course, it answers itself.’ Appar- 
ently in no case has the application of the reenactment rule to this 
particular Regulation been brought into question; the Regulation 
has of late either been mechanically applied or ignored altogether. 

The Bingham case reiterated and applied the proximate cause 
test, and it also showed no concern for the binding effect of the 
Regulation, at least in the unqualified sense some of the courts have 


97 A Regulation does not become binding under the reenactment rule unless there is 
some reasonable statutory basis for it. The Dollar Savings Bank v. United States, 86 
U.S. (19 Wall.) 227 (1874); see also Douglas v. Comm’r, 322 U.S. 275 (1944). And see 
Sanford’s Estate v. Comm’r, 308 U.S. 39, 53 (1939), where the Court announced itself 
free to disregard administrative practice, which was asserted to have been approved by 
Congress under the reenactment rule, where that practice conflicts with the Court’s own 
decision. Furthermore, the earlier cases tended to allow deductions which today would 
be disallowed, at least by the Tax Court. See, for example, Samuel D. Liedesdorf, 26 
B.T.A. 881 (1932) ; E. L. Potter, 20 B.T.A. 252 (1930) ; Comm’r v. Speyer, 77 F.2d 824 
(2d Cir. 1935), cert. denied sub nom. Helvering v. Speyer, 296 U.S. 631 (1935). 
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lately given it. Most of the litigation expenses allowed in Bingham 
were for unsuccessfully resisting a government claim for a money 
judgment for taxes.** The basis of allowance was not that the tax 
case was not in ‘‘defense’’ of title to $365,687.12 of cash because 
the defense was unsuccessful. The amendment to the Regulations 
to conform to the Bingham case makes no such distinction either.” 
Nor was it on the ground that the statute distinguished between 
claims for taxes and other claims for cash judgments; in fact, there 
would have been no basis for such a distinction at the time, since 
the provisions of section 212(3) made their initial appearance in 
the 1954 Code. The Bingham case, therefore, appears to mean that 
litigation expenses for defending against a claim for a money 
judgment are deductible, and no case has been found which re- 
quires such expenses to be capitalized. 

The basic Regulation, however, does not distinguish between 
plaintiffs and defendants. It would capitalize ‘‘the cost of defend- 
ing or perfecting title to property,’’ thus applying to both plaintiffs 
and defendants, or to neither. Suppose A sues B for a money judg- 
ment. Is it possible that regardless of outcome plaintiff A cannot 
deduct his litigation expenses, but defendant B can? As we have 
seen, the Regulation does not distinguish between them; and the 
silent statute does not. Under Bingham defendant B gets his de- 
duction. But as already noted, there are recent cases involving a 
victorious plaintiff A, holding that he does not.’ 

It seems obvious that there is no reason in tax policy for allow- 
ing a deduction to a defendant and denying it to a plaintiff. Yet the 
cases making the distinction have not discussed the problem in this 
light. 

Reasons have been suggested above *” why Congress might wish 
to capitalize expenses of recovering or defending title to land and 
stock, for example, and not of recovering cash. But nothing in the 
Bingham opinion and in the use it made of Kornhauser indicates 
that the Supreme Court saw any reason to suppose Congress had 
actually done so. This means, of course, that Bingham raises ques- 
tions about the capitalization of litigation expenses in run-of-the- 
mill controversies over title to specific property as well as to cash 


98 See Mary Lilly Bingham Trust, 2 T.C. 853, 855 (1943), aff’d, 325 U.S. 365 (1945). 

99 T.D. 5513, 1946-1 Cum. BULL. 61. 

100 Helvering v. Stormfeltz, 142 F.2d 982 (8th Cir. 1944); The Pennroad Corp., 21 
T.C. 1087 (1954), aff’d on other grounds, 228 F.2d 329 (3d Cir. 1956). Contra: Comm’r 
v. Speyer, supra note 97, and on special grounds, Vincent v. Comm’r, 219 F.2d 228 (9th 
Cir. 1955). 

101 See discussion at pp. 252 et seq. 
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and places the Regulation under more of a cloud than some of the 
courts appear to recognize. 

It is evident, then, that the administration by the lower courts of 
this area of the law is hopelessly confused and that some of the 
light which should be found in Supreme Court decisions has not yet 
been perceived. The significance of the Supreme Court’s proximate 
cause test is too frequently overlooked. Perhaps Congress will have 
to set matters right by laying down explicit rules. But the Supreme 
Court could, if it found its supervisory obligation in tax cases more 
congenial, obliterate much of the present confusion by stating 
whether the law on this subject is to be found in the Regulation 
or in the statute and its own decisions evolving the proximate cause 
test from the statute. Perhaps it will do so if it is asked in a proper 
case. 

THe Pusuic Porticy ArcuMENT 


The public policy argument is presented in its most dramatic 
form in cases involving a taxpayer’s right to deduct expenses of 
an unsuccessful defense in a criminal prosecution. Since no ques- 
tion of public policy need be considered unless the deduction can 
be fitted into some provision appearing to authorize the deduction, 
let us consider a case where the crime arises from the conduct of a 
business. Let us assume that a dentist, licensed under the laws of 
Tilinois and selling false teeth by mail, was convicted under sec- 
tions 1341 and 1821 of Title 18 of the United States Code of using 
the mails to defraud and to transport false teeth into a state in 
which he was not licensed and was sentenced to a year in jail. Since 
the prosecution was for an act performed in a business not entirely 
outlawed and could have the effect of putting the taxpayer out of 
business at least for a year, his attorneys’ fees incurred in his un- 
successful defense are ‘‘ordinary’’ and ‘‘necessary’’ expenses 
arising out of the conduct of his business.’” 

This hypothetical case is identical to the Heininger case, except 
that the supposititious dentist is prosecuted criminally, whereas 
the Government contented itself with putting Dr. Heininger out of 
business civilly. Dr. Heininger was held entitled to deduct his attor- 
neys’ fees against a neatly syllogistiec Government argument dis- 
tilled from prior cases.’ The argument ran that ‘‘ordinary’’ means 


102 Comm’r v. Heininger, 320 U.S. 467 (1943). 

103 The principal cases relied on were Welch v. Helvering, 290 U.S. 111, 114-115 
(1933) ; Deputy v. du Pont, 308 U.S. 488, 495 (1940); Hales-Mullaly v. Comm’r, 131 
F.2d 509 (10th Cir. 1942), affirming 46 B.T.A. 25 (1942) ; Burroughs Building Materials 
Co. v. Comm’r, 47 F.2d 178 (2d Cir. 1931); and National Outdoor Advertising Bureau 
vy. Helvering, 89 F.2d 878 (2d Cir. 1937). 4 
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normal, usual, or customary, and the policy of the law cannot agree 
that it is normal, usual, or customary to resort to unlawful methods 
of conducting a business. The law cannot recognize that it is ‘‘nec- 
essary,’’ the argument continued, to conduct an ordinarily lawful 
business in an unlawful manner, and it is not necessary to defend 
an unnecessary activity..% That argument was an effort to clothe 
the public policy argument in statutory garments. The effort failed. 
The Supreme Court held that the employment of attorneys by a 
taxpayer to defend himself against action which would put him out 
of business was both ordinary and necessary. The deduction was 
allowed under what is now section 162. 

The Government also argued separately that even if the legal 
fees appeared to be ordinary and necessary business expenses, to 
allow their deduction would be contrary to public policy, because 
the fees were incurred in an unsuccessful effort to frustrate the 
prohibition of activities Congress had condemned, and because al- 
lowance of the deduction would tend to subsidize defense of illegal 
conduct. This argument was also rejected, the Court saying that 
public policy must be found in express words of the Internal Reve- 
nue Code or in a sharply-defined policy of the law which was vio- 
lated.?° 

Turning now to the hypothetical criminal case, wherein does it 
differ, if at all? Certainly it cannot be said to differ on the statu- 
tory point; if it is ‘‘ordinary’’ and ‘‘necessary’’ to defend against 
a civil suit designed to put one out of business, it is equally so where 
the case is criminal. Nor does the public policy argument for dis- 
allowing the deduction find any express support in the sources 
where the Supreme Court said it should be looked for: neither the 
tax statutes, the general criminal statutes, nor the postal statutes 
expressly deny the deduction. 

Yet it seems to be accepted by the courts that have considered 
the issue that the supposititious dentist cannot deduct his litigation 
expenses because he was convicted." Numerous pre-Heininger 
cases deny the deduction, and the post-Heininger cases have con- 


104 This arguinent was based on the opinion of Judge Learned Hand in National Out- 
door Advertising Bureau v. Helvering, supra note 103. See Brief for Petitioner, No. 63 
(Oct. Term 1943), pp. 8-12, Comm’r v. Heininger, 320 U.S. 467 (1943). 

105 Brief for Petitioner, No. 63 (Oct. Term 1943), supra note 104, at pp. 12-21. 

106 Comm’r v. Heininger, 320 U.S. 467, 473-475 (1943). 

107 The deduction has been allowed where the fees were paid for the civil settlement 
of possible criminal liability (Greene Motor Co., 5 T.C. 314 (1945), Acq., 1945 Cum. 
Buu. 3); Comm’r v. Schwartz, 232 F.2d 94 (5th Cir. 1956), affirming 22 T.C. 717 
(1955) ), but in spite of the acquiescence in the Greene Motor case, even this issue ap- 
pears to be very much alive. 
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tinued to do so on the ground that the allowance would frustrate 
public policy. No distinction has been made between unlawful busi- 
nesses and lawful businesses unlawfully conducted, attorneys’ fees 
for the unsuccessful defense of criminal charges being held non- 
deductible in all instances.’ We find that none of the cases gives 
very compelling reasons for disallowance.’ 

The strongest argument is the historical reason given by the Tax 
Court in Thomas A. Joseph,” where seven of its decisions are 
cited, the earliest dating from 1924. A reading of those decisions 
will reveal that they were not always so categorical as they have 
since become. For instance, the earliest one suggests a distinction 
between defense of a crime malum in se and one malum prohibi- 
tum." Yet it is quite true that at least since 1929, when the Bur- 
roughs Building Material case “* was decided, a working majority 
of that Court has rejected all distinctions and disallowed all un- 
successful criminal defense fees. Since there is language in the 
Supreme Court’s Heininger opinion, which may indicate that it ap- 
proved the Burroughs Building Material case and which certainly 
indicates that at least it was leaving the overruling of that case 
to a later day, the Tax Court can hardly be criticized for refusing 
to overrule its prior decisions. This, though, should not deter an 
appellate court from reexamining the question. 

In other cases the Tax Court has not rested the matter on its 
own prior decisions but has sought to bolster them by independent 
analysis. Here it has been less than convincing. The first independ- 
ent reason given is that because the taxpayer was convicted, the 
attorneys’ services did not actually allow the taxpayer to continue 
his business and the fees therefore did not produce income." Since 
Dr. Heininger lost his postal fraud case but won his tax ease, the 
success or failure of the services for which the fees were paid can- 


108 Thomas A. Joseph, 26 T.C. 562 (1956); Estate of Albert E. MacCrowe, 14 TCM 
958 (1955), affirmed on this issue but remanded on another, 56-2 U.S.T.C. J 9793 (4th 
Cir. 1956) ; Union Packing Co., 14 TCM 1188, 1209 (1955) ; C. W. Thomas, 16 T.C. 1417 
(1951) ; Anthony Cornero Stralla, 9 T.C. 801 (1947). However, in Comm’r v. Schwartz, 
supra note 107, at 99, the Court went out of its way to discuss some of the law on this 
subject and to state that it was not passing on it. It would appear that the Court has 
some doubt that criminal fees are always non-deductible. 

109 Thomas A. Joseph, supra note 108, contains the most comprehensive discussion of 
the reasons for denying the deduction to be found in the court opinions. 

110 26 T.C. 562 (1956). 

111 Sarah Backer, 1 B.T.A. 214 (1924). 

112 Burroughs Building Material Co., 18 B.T.A. 101 (1929) (two dissents), aff’d, 47 
F.2d 178 (2d Cir. 1931). 

113 ©, W. Thomas, 16 T.C. 1417 (1951). 
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not be made the basis of a distinction based on the language of the 
statute. Thus, the first independent reason offered is unsound. 

The second independent reason is probably the real one, and it 
should be set forth: ** 


... The petitioner would reduce the cost of unsuccessfully defending him- 
self against a criminal charge by deducting the expense from his taxable 
income and thus, in effect, have the Federal Government assist in his de- 
fense. The allowance of a deduction would be against public policy. The 
amount is not an ordinary and necessary expense of any business regularly 
carried on by the taxpayer... . 


Passing for the moment the point that this business was un- 
lawful and may involve considerations not present in the case of 
our dentist, we see that public policy is the ground of disallowance 
and it is coupled with the subsidy argument made by the Govern- 
ment in Heininger and rejected.’* Since the tendency of the tax 
deduction to subsidize the unsuccessful defense does not establish 
public policy against the deduction, as the Heininger case held, the 
circumstance that a deduction may subsidize a criminal defense in- 
stead of a civil defense hardly seems important. 

It is evident, then, that the difference between a civil and a crimi- 
nal case has been considered enough to warrant a difference in de- 
ductibility of attorneys’ fees without any real analysis of the merits 
of the issue. But in Heininger the Supreme Court said nothing ex- 
plicit to warrant that distinction. What it did say is that the litiga- 
tion expenses are deductible unless their deduction would frustrate 
‘‘the sharply defined policies’’ of the postal statutes which, the 
Court then stated, are intended not to punish the offender but to 
protect the public."** This statement may suggest that a different 
result would follow were the statutes designed to punish, as crimi- 
nal statutes may be. But can that implication survive the next sen- 
tence the Supreme Court wrote? ™" 


... Nor is it their policy to deter persons accused of violating their terms 
from employing counsel to assist in presenting a bona fide defense to a pro- 
posed fraud order. ... 


Can it be the policy of the federal law ‘‘to deter persons accused of 


114 Jd. at 1418, 

115 That argument was stressed on oral argument. On brief, the Government said: 
‘*To allow the deduction would be to allow compensation for the costs which law enforce- 
ment has caused the one who has transgressed, which plainly Congress did not intend.’’ 
Brief for Petitioner, No. 63 (Oct. Term 1943), p. 20, Comm’r vy. Heininger, 320 U.S. 
467 (1943). 

116 Comm’r v. Heininger, supra note 115, at 474. 

117 Ibid, 
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the violating [the law] ... from employing counsel to assist in present- 
ing a bona fide defense’’ to a criminal charge? ** 

l it Neither the tax statute nor any other statute the writer has found 


answers the question. But perhaps the Constitution does. The Sixth 
Amendment provides in so far as pertinent: 





im- 
ble In all criminal prosecutions, the accused shall . . . have the Assistance of 
“a Counsel for his defence. 
> The Supreme Court has said that this provision ‘‘is one of the safe- 
guards ... deemed necessary to insure fundamental human rights 
" of life and liberty’’ ° and has held its observance jurisdictional to 
of a valid federal conviction.’”° It has become a matter of due process, 
" thus limiting the states under the Fourteenth Amendment,™ al- 
“ though not so automatically as it limits the Federal Government.’”” 
-_ Without suggesting any constitutional issue, is it not a fair ques- 
" tion to ask whether the public policy of the United States is accu- 
i rately reflected in the Constitution? The question appears almost 
i rhetorical. Surely it is belaboring the obvious to undertake an 
argument to establish that at least in the silence of Congress a 
i right constitutionally protected against invasion by either federal 
:. or state governments accurately reflects national public policy. 
a The right to be represented by counsel belongs to the convicted 
4 as well as to the acquitted, as is evident from the fact that every 
a case holding that the right to counsel has been invaded involves a 
“ person challenging a conviction either by appeal or habeas corpus. 
° The right is said to include the privilege of being represented by 
0 the attorney of one’s choice.’** Regardless of whether or not this 
t right is infringed upon as a constitutional matter by impairment 
a of an accused’s ability to obtain counsel of his own choice, who may 
7 insist on being compensated for his services, it is appropriate to 
inquire how public policy can possibly require that if the services 
5 | 118 Prior discussions of this question may be found in Krassner, Can a Deduction for 
‘ Legal Expenses be against Public Policy?, 26 Taxes 447 (1948), and Arent, Deducti- 
bility of Penalties and Expenses, 2 Am. U. Tax Inst. 373, 381 (1947). 
| 119 Johnson v. Zerbst, 304 U.S. 458, 462 (1938). 
: 120 [bid. 


121‘*The effective assistance of counsel . . . is a constitutional requirement of due 
process which no member of the Union may disregard.’’ Reece v. Georgia, 350 U.S. 85 
(1955) ; Williams v. Kaiser, 323 U.S. 471 (1945); Avery v. Alabama, 308 U.S. 444, 445 
(1940) ; Brown v. Mississippi, 297 U.S. 278, 286 (1936); Powell v. Alabama, 287 U.S. 
45 (1932). 

122 Betts v. Brady, 316 U.S. 455 (1942); Gibbs v. Burke, 337 U.S. 773 (1949); 
Gallegos v. Nebraska, 342 U.S. 55 (1951); Palmer v. Ashe, 342 U.S. 134 (1951). 

123 Powell vy. Alabama, supra note 121, at 53, so holding as a matter of due process on 
the facts of that case; Glasser v. United States, 315 U.S. 60, 70 (1942). 
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of the constitutionally required counsel fail to produce an acquit- 
tal, his fees must be paid from capital rather than income. It would 
appear that public policy ought to be abstention from interfering 
with the right to counsel, and that in the silence of Congress to 
define public policy in this respect, the payment of attorneys’ fees 
for conducting an unsuccessful defense should not be regarded as 
abhorrent to public policy. 

The underlying premise of the cases disallowing the deduction 
may be that a guilty man should not employ counsel to defend him. 
If that be so, no one has had the courage to say so, and it would re- 
quire intrepidity bordering on foolhardiness to argue that the con- 
stitutional right to counsel does not apply to any accused who knows 
he is guilty. Public policy does not assume anyone guilty of a crime 
until he has been so proved, and the attorneys’ services under dis- 
cussion are performed, at least primarily, before guilt has been 
finally established. 

The distinction between attorneys’ fees and fines is clear. First, 
the latter are imposed after conviction, and disallowing their de- 
duction will in no way infringe on the constitutional rights to be 
considered innocent until proven otherwise and to be represented 
by counsel. Second, the fines are punishment, at least in part, and 
public policy should discourage their minimization through a fed- 
eral tax subsidy.’** This distinction is recognized for civil cases **° 
where some of the foregoing reasons for doing so are absent. It 
should be similarly recognized for criminal cases. 

Now let us consider the expenses incurred by one convicted of 
operating an unlawful business. The Government has in the past 
agreed that to the income tax collector all sheep are white. As the 
Supreme Court somewhat pointedly observed in Heininger, the 
Government’s brief expressly disclaimed any contention that the 
tax laws penalized illegal business by taxing gross instead of net 
income.!** Most of the cases allow the operators of illegal businesses 
to deduct expenditures not themselves illegal, such as rent, but not 
to deduct illegal expenditures, such as bribes or protection money.’** 


124‘*Tnasmuch as [fines are] . . . criminal penalties imposed for violations of State 
laws, their allowance as deductions would have the effect of mitigating the degree of 
punishment and of frustrating the purpose and effectiveness of those laws.’’ Raum, J., 
in Tank Truck Rentals, Inc., 26 T.C. 427, 440 (1956). 

125 Comm’r v. Longhorn Portland Cement Co., 148 F.2d 276 (5th Cir. 1945), revers- 
ing 3 T.C. 310; G.C.M. 24377, 1944 Cum. BULL. 93; G.C.M. 24810, 1946-1 Cum. BULL. 


55. 
126 Comm’r v. Heininger, 320 U.S. 467, 474 (1943). See Brief for Petitioner, No. 63 


(Oct. Term 1943), pp. 19-20, id. 
127 Anthony Cornero Stralla, 9 T.C. 801 (1947); G. A. Comeaux, 10 T.C. 201, 206 
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Recently, however, the Government changed its policy and began 
to disallow all deductions of illegal businesses. So far this change 
has met with mixed success.'** The fate of this change of position 
will not be discussed herein, being a considerable subject of itself 
and beyond the scope of this article. Nevertheless, that fate should 
have a legitimate bearing on the problem which is about to be dis- 
cussed: the deductibility of attorneys’ fees paid by one convicted 
of operating an illegal business. For it is one thing to say that 
public policy forbids the deduction of any expense of an illegal busi- 
ness, and quite another to say that public policy permits the deduc- 
tion of all expenses which are not themselves unlawful expendi- 
tures, excepting only attorneys’ fees. 

The effect of the former position was to put attorneys’ fees paid 
by one convicted of operating an illegal business in the same cate- 
gory as bribes, protection payments, compensation of professional 
murderers, and sundry other unlawful payments. The reasons for 
doing so are anything but convincing, since they fail to demonstrate 
either the reason for singling out payment of attorneys’ fees as 
being frowned on by public policy, or for grouping attorneys’ fees, 
which are clearly lawful, with payments which are not.’** In short, 
there is no more justification for the disallowance of attorneys’ 
fees on the ground of public policy in the case of illegal businesses 
than in the case of those which are legal, at least if the lawful ex- 
penses of the illegal businesses are to be allowed as deductions. 

Now let us consider whether attorneys’ fees for resisting con- 
viction for operating an illegal business should not be deductible, 
even if the expenses of operating the business should ultimately be 
held to be non-deductible. In other words, is not the case for the 
deduction of these attorneys’ -fee better than the case for the de- 
duction of rent and wire charges of an illegal bookmaking estab- 
lishment? 

At this point another Supreme Court decision, Lilly v. Commis- 
sioner,’ becomes pertinent. In that case the Court held that kick- 
backs paid to doctors by retailers of prescription eyeglasses were 
deductible, in the face of the contention that the deduction of the 


(1948), aff’d sub nom. Cohen v. Comm’r, 176 F.2d 394 (10th Cir. 1949); Comm’r v. 
Doyle, 231 F.2d 635 (7th Cir. 1956); Sullivan v. Comm’r, 57-1 U.S.T.C. 7 9399 (7th 
Cir. Feb. 13, 1957). 

128 Government defeat: Comm’r v. Doyle and Sullivan v. Comm’r, both supra note 
127. Government victory: Sam Mesi, 25 T.C. 513 (1955); James Ross, 15 TCM 23 
(1956). ; 

129 Anthony Cornero Stralla, supra note 127. 

130 343 U.S. 90 (1952). 
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kickbacks, which were concealed from the customer, was contrary 
to public policy. After first observing that it did not have before it 
a case of ‘‘expenditures which themselves violated a federal or 
state law or were incidental to such violations,’’ 1*4 the Court held 
that if public policy was to require the denial of deductions, it must 
be a national or state policy ‘‘evidenced by some governmental 
declaration of [it]... .’’ ** Moreover, the Court did not even state 
positively that the courts were free to deny deductions when the 
public policy is so found. It merely assumed so for the purposes 
of the case *** and held that even on that assumption the deduction 
was not to be denied in the case before it. However, in view of the 
more positive statement of the effect of public policy in Heininger 
and in Textile Mills Securities Corp. v. Commissioner,'** the as- 
sumption of the Court in the Lilly case should also be made herein, 
especially since under the test actually applied in Lilly there ap- 
pears to be no support for disallowing the deduction of attorneys’ 
fees on the basis of public policy. 

For, as already stated, in the Lilly case the Court held that even 
when the basic assumption just discussed is made, deductions may 
be disallowed on the basis of public policy only where they run afoul 
some ‘‘national or state policies evidenced by some governmental 
declaration.’’ Obviously there is no such governmental declaration 
concerning attorneys’ fees. Such as there is is the declaration 
in the Sixth Amendment, which has precisely the opposite effect. 
The Court refused to elevate professional rules of ethics to the 
required dignity to voice public policy, but as there is no rule of 
legal ethics requiring or suggesting that an attorney should not 
charge a fee when his client is convicted, here we do not have even 
that difficulty. 

Finally, the Court refused to find the required governmental 
declaration of public policy in the enactment by North Carolina, 
one of the states where Mr. Lilly did business, and by two other 
states, of legislation forbidding the practice, because the legislation 
was enacted many years after the taxable years before the Court. 
Again that is an argument against the deduction not likely to be 
presented in the instance of attorneys’ fees. 

It appears, therefore, that in the Lilly case there were more 
arguments to support the disallowance of the deduction on the 
ground of public policy than exist where attorneys’ fees are in- 


131 Lilly v. Comm’r, supra note 130, at 94. 
132 Td. at 97. 

138 Id, at 96. 

184 314 U.S. 326, 335 et seg. (1941). 
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volved, even those attorneys’ fees paid by operators of illegal busi- 
nesses in unsuccessful defense of criminal prosecutions. 

It would appear that what the courts which have disallowed the 
deduction of such attorneys’ fees have actually meant by their 
reference to public policy is that the disallowance of deduction of 
the fees will to some extent discourage the criminal practices which 
were unsuccessfully defended, and anything having that effect is 
encouraged or perhaps even required by public policy. The argu- 
ment, when so stated, is plausible end is not without some force. 
However, on analysis it will be seen to be merely a weaker form of 
the subsidy argument which was made to the Court and rejected 
in Heminger. Moreover, the argument had as much force in Hein- 
inger, where the practices were unlawful, as in a criminal case, 
first, because a criminal proceeding against those practices might 
have been instituted, and second, because if the argument were 
accepted as sound, unlawfulness of any sort, civil or criminal, 
should suffice. 

There remains for consideration the question whether the Su- 
preme Court has intended to approve the Tax Court’s practice of 
disallowing the deduction of attorneys’ fees wherever paid for un- 
successful defense of criminal prosecutions. The Tax Court has 
said that the Supreme Court meant to do this very thing. 

In Heininger the Supreme Court in the text of its opinion recited 
with apparent approval a number of instances of deductions dis- 
allowed ‘‘in order that tax deduction consequences might not frus- 
trate sharply defined national or state policies proscribing particu- 
lar types of conduct.’’ The text then stated as the first example: 
‘Where a taxpayer has violated a federal or a state statute and 
incurred a fine or penalty he has not been permitted a tax deduc- 
tion for its payment.’’ A footnote at that point first cited the 
authorities on which the statement in the text was based and then 
proceeded to state: ‘‘A taxpayer who has been prosecuted under a 
federal or state statute and convicted of a crime has not been per- 
mitted a tax deduction for his attorney’s fee. Estate of Thompson 
v. Commissioner, 21 B.T.A. 568; Burroughs Bldg. Material Com- 
pany v. Commissioner, supra. But if he has been acquitted, a de- 
duction has been allowed.’’ *** Plainly, nothing said here will have 
the status of precedent if the Supreme Court should ever have to 
face the problem. The Court did not state that these decisions were 


135 Anthony Cornero Stralla, 9 T.C. 801 (1947); Thomas A. Joseph, 26 T.C. 562 


(1956). 
136 Comm ’r v. Heininger, 320 U.S. 467, 473 (1943). 
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correct but merely that they existed. While an inference of ap- 
proval may arise concerning rules of decision stated in the text, it 
is an equally logical inference that something less was meant con- 
cerning decisional rules relegated to a footnote. Furthermore, in 
the text the Court almost immediately said: ‘‘It has never been 
thought, however, that the mere fact that an expenditure bears a 
remote relation to an illegal act makes it non-deductible.’’ *** It is 
not in the degree of remoteness of ‘‘relation to an illegal act’’ that 
fees for criminal defense differ from those paid for civil defense, 
for in that respect they are identical. This means, at least to this 
writer, that the Supreme Court carefully refrained from approv- 
ing the non-deductibility of unsuccessful criminal fees, and at most 
merely left that problem for another day. 

A further point of some possible significance in seeking to under- 
stand the inconclusive reference in the footnote just discussed is 
that Heininger was decided the same day as Dobson; *** but whereas 
in Dobson the Court announced the ultimately doomed doctrine of 
of the Tax Court’s supremacy, in Heininger the Court approved 
the reversal of the Tax Court. Such seeming inconsistency re- 
quired an explanation, which the Court gave, but it also urged for- 
bearance from an unnecessarily widespread assault on Tax Court 
doctrine. This strengthens the conclusion that the Court intended 
to decide no more than it had to and left much to a later day, per- 
haps in the hope that the Tax Court would give Heininger a friend- 
lier application than it has. : 

In the Lilly case, decided after the demise of Dobson, the Tax 
Court was likewise reversed.’*® The Tax Court had undertaken to 
define public policy itself and was advised, as stated before, that 
that was a legislative function. In the course of its opinion, the 
Court twice referred to the deductibility of legal fees, but each time 
in an entirely inconclusive manner. Again, the Supreme Court will 
not be required to reverse itself if it holds public policy does not 
prohibit the deduction of attorneys’ fees paid in unsuccessful de- 
fense of criminal charges. It is free to decide the point on prin- 
ciple, and the principle of its decisions, as stated before, indicates 
that the deduction may not be denied on the ground of public policy. 


137 Id. at 474. 

138 Dobson v. Comm’r, 320 U.S. 489 (1943). 

189 Lilly v. Comm’r, 343 U.S. 90 (1952), reversing 188 F.2d 269 (1951) and 14 T.C. 
1066 (1950). Cf. David R. Faulk, 26 T.C. No. 119 (1956), where the Tax Court again 
declared public policy without benefit of a statute, this time to deny the deduction of 
attorneys’ fees paid in the unsuccessful defense of a suit by the United States to recover 
double damages for fraud. Heininger was distinguished on narrow grounds, and Lilly 
was ignored altogether. 


' 
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The discussion of the effect of public policy has been in terms of 
the deduction of attorneys’ fees only, and no reference has been 
made to other litigation expenses. The latter are smaller in amount 
and therefore less important than attorneys’ fees. Also they are 
too diverse to permit brief discussion, at least with the present un- 
certain confines of the public policy principle. Reporters’ fees and 
printing costs, for example, may warrant grouping with attorneys’ 
fees, whereas court costs, particularly where the convicted de- 
fendant is required to shoulder those of the prosecution, may war- 
rant grouping with fines. Until the status of attorneys’ fees is set- 
tled, discussion of such other expenses can barely rise above the 
level of speculation and has therefore not been attempted. 


Lirication Expenses aS PersonaL EXPENDITURES 


The focal point of the problem whether to treat litigation ex- 
penses as personal expenditures has been in divorce cases. The 
scope of this uncertain area may have been narrowed by the Regu- 
lation 14° which provides as follows: 

Generally, attorneys’ fees paid in a suit for divorce or separate mainte- 
nance are not deductible. However, the part of an attorney’s fees paid in a 
divorce or separate maintenance proceeding which is properly attributable 
to the production or collection of amounts includible in gross income under 
section 23(k) is deductible under section 23(a) (2). 


The Regulation does not settle one important point, i.e., the de- 
ductibility by the husband of fees for negotiating or litigating an 
acceptable property settlement. Instead, it leaves this question for 
judicial solution by the qualification ‘‘Generally.’’ 

The problem of statutory construction is to find a solution for 
the conflicting inferences to be drawn from section 262, disallowing 
deductions for ‘‘personal, living, or family expenses,’’ on the one 
hand, and from section 212, allowing individuals deductions for 
expenses paid ‘‘for the .. . conservation, or maintenance of prop- 
erty held for the production of income,’’ on the other. In addition, 
the capital expenditure rule may be involved in some cases, but 
since it has been discussed above, no further analysis of it will be 
made. 

The Tax Court has refused to allow the husband any deduction 


140 Reg. 118, Sec. 39.24(a)-1. For many years until and including the original issuance 
of Regulations 111 in 1943, the Regulation merely provided ‘‘amounts paid as damages 
for breach of promise to marry, attorneys’ fees and other costs of suit to recover such 
damages and attorneys’ fees paid in a suit for separation are not deductible from gross 
income. Amounts paid as alimony or allowance for support upon divorce or separation 
are not deductible except as provided in section 23(u).’’ (Reg. 111, See, 29.24-1). 
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at all for attorneys’ fees which he pays in a divorce proceeding, 
whether for obtaining a property settlement, for the divorce itself, 
or as payment to his wife of her attorneys’ fees. Under the Regula- 
tion set out above, the wife may deduct her own attorneys’ fees to 
to the extent paid to secure alimony, but the husband’s position is 
less happy, because it is usually he who pays not only the alimony 
but his wife’s fees. The Tax Court’s position is that no one shall 
deduct the fees paid for the property settlement. The wife cannot 
deduct those she pays because they are capital expenditures; the 
husband cannot deduct his because they are personal expenditures. 

The matter cannot be said to be at rest. While the Tax Court has 
been sustained in the standard situation where the property settle- 
ment involves merely loss of capital,**t it was reversed in Baer v. 
Commissioner,'*? where the wife’s demands would have jeopardized 
the husband’s control of his business. There the Court of Appeals 
for the Eighth Circuit felt that the services of the attorneys were 
not so much to avoid or even minimize liability as to negotiate a 
means of meeting it which would not force the husband to sell so 
much stock in his company as to cause him to lose control. Other 
Courts of Appeals and the Court of Claims have appeared to con- 
sider the Baer distinction a sound one,'* although the Tax Court 
has not.'** Whether the future holds an expansion of the applica- 
tion of the Baer doctrine or the development of a conflict cannot 
be safely predicted at present, but the refusal of the Tax Court to 
accept the Baer doctrine does mean further appellate litigation in 
this area. That being so, an examination of the relevant Supreme 
Court decisions for such light as they throw on the problem is 
appropriate. 

Such an examination reveals that the Supreme Court’s approach 
to the problem has not been entirely consistent, and shows further 
that in property settlement cases the answer may depend on the 
approach. Thus, in the Heininger case the Court focussed on the 


141 Smith’s Estate v. Comm’r, 208 F.2d 349 (3d Cir. 1953), affirming 11 TCM 1167 
(1952). 

142196 F.2d 646 (8th Cir. 1952), reversing 16 T.C. 1418 (1951). Cf. Howard v. 
Comm’r, 202 F.2d 28, 30 (9th Cir. 1953), affirming 16 T.C. 157 (1951), where fees for 
resisting alimony were involved and the Baer case was distinguished with the comment 
that it ‘‘affords a good illustration of the proper application of the rule.’’ 

148 See Howard v. Comm’r, supra note 142; McMurtry v. United States, 132 F.Supp. 
114 (Ct.Cl. 1955) ; Tressler v. Comm’r, 228 F.2d 356, 361 (9th Cir. 1955) ; Aller v. United 
States, 56-2 U.S.T.C. J 9867 (S.D.Cal. 1956). 

144 In F, C. Bowers, 25 T.C. 452 (1955), the Tax Court refused to follow the decision 
of the Court of Appeals for the Eighth Circuit in the Baer case. An appeal is pending 
in the Court of Appeals for the Sixth Circuit. More recently the Tax Court adhered to 
this position. Joseph Lewis, 27 T.C. No. 17 (1956), on appeal 2d Cir. 


a 
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ig, immediate effect of the litigation, which was to destroy the tax- 
If, payer’s business, and did not concern itself with the cause farther 
a- removed, that is, the illegality of the operation, which could hardly 
to have been called ordinary and necessary in a dental practice. Like- 
is wise, in Bingham the Court allowed the deduction of attorneys’ 
ly fees paid to resist an income tax demand, because it looked at the 
ul effect of the demand—to reduce the assets the trustees were trying 
ot ; to conserve—instead of the underlying causes of the tax demand— 
“ death and a desire to give property to legatees—which appear to 
: be of a more personal and family ** character than a business or 
ne investment. 


On the other hand, in Lykes the Court approached the problem 


5 not by inspecting the effect of the litigation but by analyzing its 
Is cause, and not even its immediate cause, but the primary cause, 
e the gift. The gift was held to be for family purposes; therefore 
a all expenses, even those of conserving the remaining estate against 
0 an unexpected cost of the gift, were likewise held to be personal. 
r If this approach had been taken in Bingham, the expenses might 
\- f have been thought personal, because while they did not result 
t from gifts inter vivos, they resulted from gifts at death. Also, had 
- the Court looked to the ultimate cause of the litigation in Hein- 
t inger, it would have seen that it was unlawful conduct. That would 
0 have removed one ground of decision, although not both of them. 
a Yet the Lykes approach fundamentally is the same as that em- 
) ployed in Kornhauser, where the Court focussed on the operation 
of the business of a dissolved partnership as the proximate cause 
of the litigation expenses and the effect on title of stock was not 

? controlling. 
: Since the Supreme Court has not consistently singled out either 
cause to the exclusion of effect or effect to the exclusion of cause 


as the controlling factor, about all one can do here is wait and see 
4 how the Court evaluates its legislative reversal in Lykes. If it feels 
that Congress disapproved its approach as well as its conclusion, 
the Court will probably agree with the Baer case and quite likely 
will even extend it. If, however, the Court persists in its approach 
in Lykes, it will very likely conclude that attorneys’ fees for ob- 
| taining an acceptable property settlement are a proximate result 
of marriage, a personal and family affair, and therefore not de- 
ductible in the absence of more explicit statutory authority. 








145 I.R.C. § 262 (1954) couples the two words, as did LR.C. § 24(a)(1) (1939). 
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CoNncLUSION 


Patently, there is confusion and uncertainty concerning most of 
the aspects of the problem of deductibility of litigation expenses. 
If title to property is directly involved in the litigation, the ex- 
penses will almost certainly be held non-deductible and, presum- 
ably, capital in nature ™° in the Tax Court. But in the other courts 
there may be a variety of result almost as infinite as facts them- 
selves. The trouble is basic: a long standing Regulation of broad 
sweep is difficult to reconcile with two Supreme Court decisions, 
but the lower courts have been left in doubt whether the Supreme 
Court considered the Regulation wholly or partially invalid. The 
Supreme Court can, of course, remove the basis of the confusion, 
and it is devoutly to be hoped that it will do so at the first oppor- 
tunity. Yet the matter is too complex to be readily settled by a 
single Supreme Court decision. The problem presented by a plain- 
tiff differs from the several problems presented by defendants. The 
successful suitor for cash is different from one who happily wins 
back Blackacre. Unhappily, we may be in for many years of uncer- 
tainty and perplexity if Congress continues to leave development 
of this area to the processes of litigation. 

The judicial development of the public policy problem must leave 
a student of the problem with a benumbing sense of frustration. 
Here ghosts simply refuse to be laid. For instance, Hales-Mullaly, 
Inc. v. Commissioner * accepted the same Government arguments 
which were soon to be advanced to and rejected by the Supreme 
Court in the Heininger case. Also, in so far as it disallows lawfully 
paid attorneys’ fees incurred in private civil litigation on the basis 
of the courts’ conception of public policy, that decision is irrecon- 
cilable with the Supreme Court’s still later Lilly decision. Yet as 
recently as 1955 the Tax Court relied on the Hales-Mullaly case, 
although Judge Bruce in dissent pointed out that it could not sur- 
vive Heininger.'* Its reversal, in which the Court of Appeals for 
the Sixth Circuit merely referred to the dissent for its reasons for 
reversal, may lay the ghost. We can see the ghost of the Tax 
Court’s decision in Lilly **® still walking, notwithstanding the re- 
versal of that decision by the Supreme Court, when in the recent 


146 But not necessarily a proper addition to basis, the Tax Court held in James E. 
Caldwell & Co., 24 T.C. 597 (1955), which received a well-merited reversal in James E. 
Caldwell & Co. v. Comm’r, 234 F.2d 660 (6th Cir. 1956). 

147131 F.2d 509 (10th Cir. 1942), affirming 46 B.T.A. 25 (1942). 

148 James E. Caldwell & Co., 24 T.C. 597 (1955), rev’d per curiam, 234 F.2d 660 (6th 


Cir. 1956). 
149 Thomas B. Lilly, 14 T.C. 1066 (1950), rev’d 343 U.S. 90 (1952). 


a 


) 
12: : 1957] LITIGATION EXPENSES AND THE INCOME TAX 277 


Faulk case attorneys’ fees incurred in a civil action, which 
t of clearly were lawful payments, were denied deduction on the ground 
of public policy. Thus, we should not be too hopeful. 


= A complete reexamination of the public policy argument by the 
. Tax Court would be helpful and probably would tend to crystallize 
rts the rules in this area. But there has been ample time for this re- 
-_. examination and there are no signs of it. Instead, the Tax Court is 
ad giving ground grudgingly to its reversals in Heininger and Lilly. 
ns, ' This too indicates that there will be neither certainty nor clarity in 
me this area for some time, unless Congress undertakes to spell out the 


‘he effect of public policy on tax deductions in a manner clear enough 
to obviate even an apparent need for judicial policy-making. 


on 
ity In contrast, the identification of those litigation expenses which 
a. are personal in nature and for that reason non-deductible gives rel- 


n- atively little difficulty. The only real uncertainty at present appears 
he to be whether the husband’s legal expenses connected with prop- 
erty settlements in divorce cases may be deducted in some circum- 


m4 stances, as the Baer case * held, or in none, as the Tax Court 
nt insists.**? All else the husband pays is non-deductible. 

’ The area of personal and family expenses is the one area where 
ve we have had both Supreme Court and Congressional action to 
n. clarify the rules, the latter overruling the former without, however, 
y, nullifying the clarification.** Perhaps so much attention to this 
bes area has a lesson for us: that in the other areas things must become 
ie worse before they will become better. In other words, perhaps we 
y cannot hope for Congressional action to bring certainty but only 
s to correct error. If that be so, then attorneys must continue to 
4 struggle in the judicial arena for clarification of one of the aspects 
8 of the tax law which affects them most directly, 7.e., the clients’ right 
, to deduct their fees. 

, 150 David R. Faulk, 26 T.C. No. 119 (1956). 
r | 151 Baer v. Comm’r, 196 F.2d 646 (8th Cir. 1952). 
r 152 F', C. Bowers and Joseph Lewis, both supra note 144. 
153 Lykes v. United States, 343 U.S. 118 (1952), overruled in I.R.C. § 212 (1954). See 
s discussion at p. 242 supra. 
{ 














Surtax Avoidance and Extra Taxation of 
Corporate Earnings in the United States, 
United Kingdom, and Canada 


JOHN C. CHOMMIE 


‘ie administrators have long been concerned with the corporate 
entity serving as a shelter from personal surtaxation. Conversely, 
from a stockholder’s viewpoint the extra taxation of distributed 
earnings has been most disturbing. This will be a comparative 
study of the legislative and judicial techniques employed in at- 
tempts to solve these two problems in the United States, the United 
Kingdom, and Canada, and an analysis of the implications that the 
law and policy in the United Kingdom and Canada have for reform 
in the United States. 


I. Bastc Poxuicy Posrrions 


These problems are attributable to three basic policy positions 
common to the three tax systems: (1) the treatment of corpora- 
tions—both private and public—as separate taxable entities; (2) 
special treatment of capital gains (25 per cent maximum in the 
United States, none in the United Kingdom and Canada) ; and (3) 
progressivity in personal income taxation. Each system, of course, 
presents other policy positions bearing on a variety of subsidiary 
problems, but due to lack of space a narrowing of the broad prob- 
lem is essential. To this end, an orientation centered on a hypo- 
thetical case would seem desirable. The outstanding features of 
such a case are: (1) a closely-held trading corporation with accu- 
mulated earnings; and (2) special attention to a bailout device fre- 
quently used in the United States, i.e., stock redemption. 

A and B form X corporation with a capitalization of $200,000, 
each contributing $100,000 and taking 100,000 shares of $1 par value 
common stock. At the end of any period of time the corporation’s 
balance sheet shows an additional $100,000 in accumulated undis- 
tributed profits. A and B cause X to declare a 50 per cent stock divi- 


Joun C. CHoMMIE is Associate Professor of Law, University of Miami Law School. 
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dend (the term in the English world being ‘‘bonus issue’’ or ‘‘capi- 
talization issue’’) of common on common, thereby capitalizing the 
$100,000 of profits. Each stockholder now possesses 150,000 shares 
of $1 par value common stock, representing a corresponding amount 
of corporate ‘‘capital.’’ A and B thereafter cause X corporation to 
secure authorization for a 50 per cent capital reduction and then 
to redeem one-half of their shares by distributing to them $150,000 
in cash. 

Ignoring the distribution of the stock dividend for the moment, 
the possible characterization of the $150,000 in an economic sense 
in the hands of A and B is: (1) $100,000 return of capital, $50,000 
capital gain; (2) $100,000 return of capital, $50,000 income (divi- 
dend) ; or (3) $50,000 return of capital, $100,000 income (dividend). 

Viewing the transactions logically and as a whole, the correct 
economic result would seem to be the third possibility, e.g., $100,000 
income and $50,000 return of capital. In none of the tax systems 
here under review, however, would this be the universal, or neces- 
sarily the usual, result. This, of course, is a reflection of the obverse 
side of the sheltered accumulated earnings problem: the $100,000 
of corporate profits has been, as part of a larger income, subjected 
to corporate income taxation at a fairly high flat rate. 


TI. Extra Taxation Soturion TrecHNIQUES 
A. Untrep States: Divienp Exxciusion anp CREDIT 


From 1936 to 1954 corporate income in the United States has 
been subjected to corporation tax and to individual tax when dis- 
tributed. However, under the 1954 Code if X corporation distrib- 
uted $50,000 each to A and B, they would be entitled to exclude the 
first $50 from income and to a dividend credit against tax of $1,998 
(four per cent of $49,950).? It seems doubtful that these provisions 
would motivate—they were not so intended—such a distribution. 


1In the United States the first $25,000 at 30 per cent, the balance at 52 per cent; in 
the United Kingdom at 42—1/2 per cent plus 27-1/2 per cent profits tax reduced to 2-1/2 
per cent to the extent corporate profits are not distributed (the 42-1/2 per cent standard 
rate can be recouped from shareholders upon distribution; see p. 281 infra) ; in Canada 
the first $20,000 at 18 per cent, the balance at 45 per cent. The term ‘‘ double taxation’’ 
frequently used here is, of course, a misnomer. Assuming a 50 per cent corporate rate, 
the $100,000 in the hypothetical case would represent the residue after a $200,000 corpo- 
rate income. Upon distribution of the $100,000, personal income tax would apply at pro- 
gressive rates. In no sense is this ‘‘double’’; the apter term would be ‘‘extra’’ or ‘‘addi- 
tional.’’ 

2T.R.C. §§ 34 and 116 (1954). Section 116 provides for exclusion of the first $50; sec- 
tion 34 provides a four per cent credit and that it cannot exceed four per cent of taxable 
income. 





1957] SURTAX AVOIDANCE AND EXTRA CORPORATE TAXATION 281 


If A and B were in the 50 per cent bracket it would reduce a tax 
payment of $25,000 to $23,000, an eight per cent reduction. Gen- 
erally, the higher the tax bracket in which A and B might fall, the 
less the inducement to distribute. However, from the standpoint of 
the purpose of the new provisions—elimination of extra taxation— 
it can be demonstrated that the new law functions more favorably 
as the taxpayer’s tax rate increases.* As a whole, however, the 
legislation does not solve the problem of extra taxation of corpo- 
rate distributions. 


B. Unitrep Kinepom: Corporate REcouPpMENT oF DivipeNps Pap 


The United Kingdom standard rate of income tax is 42-1/2 per 
cent, which is levied on individuals and corporations. In paying 
ordinary dividends, however, the corporation is permitted to de- 
duct the amount of tax at the standard rate.* This procedure, in 
theory, is not a withholding at the source. It is an exclusion of divi- 
dends from individual income tax. The tax is levied on the corpora- 
tion which is given the privilege of recoupment. For surtax pur- 
poses, however, the individual must restore the 42-1/2 per cent 
deducted and include the full amount in his return. Thus, $57.50 of 
corporate dividends received by a shareholder will be excluded in 
determining income tax but will be reflected as $100 in computing 
surtax, against which no personal deductions—personal and de- 
pendency allowances—are allowed. 

If A and B had outside taxable income of $5,600 and X corpora- 
tion distributed $50,000 to each, they would be surtaxed in the 
amount of approximately $14,000. In terms of progressive income 
taxation, this system seems fairly well to eliminate the extra taxa- 
tion of corporate distributions.> However, it should not be neces- 
sary to add that this would hardly be likely to induce A and B 
to cause the distribution. Further, the United Kingdom corporate 
profits tax (which cannot be recouped) of 27-1/2 per cent on dis- 
tributed earnings, which is reduced to 2-1/2 per cent on earnings 
retained, would normally incline A and B to leave the $100,000 in 


the corporation.® 


8 See Shoup, The Dividend Exclusion and Credit in the Revenue Code of 1954, 8 Nat’L 
Tax J. 136 (1955). 

4 Income Tax Act, 1952, Sec. 184 (United Kingdom). 

5 Where a distribution included in surtax includes corporate accumulations of more 
than one year, provision is made for relief. Income Tax Act, 1952, Sec. 238 (United 
Kingdom). 

6 The application of the United Kingdom profits tax is briefly explained in Kent, 
United Kingdom Income and Social Security Laws, 34 Taxes 125 (1956). 
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Under section 38(1) of the Canadian 1952 Income Tax Act, a 
$50,000 distribution from X corporation to A and B each would en- 
title them to a 20 per cent credit of $10,000." If they were in the 48 
per cent bracket ($25,000 to $40,000), an additional $50,000 of divi- 
dends would cost approximately $27,500 in tax, against which they 
could deduct a $10,000 credit, leaving a net tax of $17,500. This is 
quite an advance in eliminating extra taxation, especially of small 
corporations paying an 18 per cent rate on the first $20,000 of in- 
come. 

The probable effect of this 20 per cent credit on motivation to 
cause a distribution is deferred to the discussion below concerning 
the provisions for capitalization of accumulated profits upon pay- 
ment of a 15 per cent corporate tax. 


III. Accumutatep Harnines: Force-our Versus InpuCcEMENT 
A. Unrrep States: AccumMuLATED Harnincs Tax on CorPoRATIONS 


Section 531 of the 1954 Code imposes an additional tax of 27-1/2 
per cent on the first $100,000 and 38-1/2 per cent on the excess of 
unreasonably accumulated corporate income. Section 532 provides 
that the tax applies where the accumulation is ‘‘for the purpose of 
avoiding the income tax’’ of the corporation’s shareholders. Sec- 
tion 533 is the key provision, however, for it provides that an accu- 
mulation beyond the reasonable needs of the business is prima facie 
evidence of the prohibited purpose. 

Here it is necessary to examine the developed case law under sec- 
tion 102 of the 1939 Code. Generally, empirical studies and the case 
law indicate that section 531 poses no threat to widely-held corpo- 
rations.’ Further, in the case of the closely-held corporation, under 
a system where the government is able to select the cases it will 
litigate, the taxpayers have been successful in 50 per cent of the 
cases appealed.® In addition, section 534 of the 1954 Code shifts the 
burden of proof to the Commissioner (1) where he fails to give the 
taxpayer notice of intent to invoke the provision before mailing a 
deficiency notice, and (2) where the taxpayer submits a statement 
of grounds and facts to support them within 30 days of such 


7 Section 38(1) is limited to prevent application of the credit to tax liability not 
attributable to dividends received. It also embraces dividends ‘‘deemed’’ received under 
sections 8 and 81 (sce p. 292 infra) and those attributed to a taxpayer under sections 
21, 22, and 23, provisions designed to prevent income-splitting among family members. 

8 HALL, THE TAXATION OF CORPORATE SURPLUS ACCUMULATIONS (1952). 

9 For the period 1929-1950, see id. at 164. 


ae 


12: 1957] SURTAX AVOIDANCE AND EXTRA CORPORATE TAXATION 283 


notice of intent where one is given. Also, to section 535 of the 1954 
Code was added an accumulated earnings credit of $60,000 and a 


bs provision limiting the application of the tax to that portion of any 
48 additional amount found to be unreasonably accumulated. 
Py The new Code provisions plus the judicial gloss under the old 


A law can now be applied to the hypothetical case. The maximum tax 
if would be 27-1/2 per cent on $40,000 ($100,000 less $60,000 credit). 


a In the past the Service has paid special attention to closely-held 
aq corporations and those distributing less than 70 per cent of current 
earnings and having investments in activities unrelated to the busi- 
fo ness. However, the courts, and the Service generally, have limited 
( the policy of the statute to imposition of the penalty tax only where 
8 the accumulations were not reasonably needed in the business. One 
r can readily anticipate tax counsel’s ingenuity, even though he 
might have the burden of proof, in showing an expansion plan, the 
business need for the money to cover higher-priced inventories, or 
additional reserves for accounts receivable. On balance, section 531 
is would not seem to constitute a serious threat here and would not 
9 operate to cause X corporation to distribute the $100,000, or any 
f part of it, as a cash dividend. 
: B. Untren Kryepom: Commisstoner’s Power to Direct a DezmMep 


DivipEND 


- Since 1922 the English have maintained a strong legislative 
Q policy against unreasonably accumulated corporate earnings. The 
basic technique in execution of the policy is now embodied in sec- 
tion 245 of the 1952 Income Tax Act. This provision vests an ad- 
ministrative officer (Special Commissioners) with power to direct 
that the whole of the actual income of the corporation be appor- 
tioned to the shareholders in accordance with their respective in- 
terests as ‘‘deemed’’ dividends. 
Section 256 limits the application of section 245 to a close corpo- 
ration ‘‘under the control of not more than five persons and which 
is not a subsidiary company or a company in which the public are 
substantially interested.’’ All relatives—spouse, ancestor, lineal 
descendant, brother or sister—as well as nominees, a partnership, 
a trust, and an estate, are treated as a single person.’® 

Section 246 is intended as a guide in administration, directing 
the Special Commissioners to regard not only current business re- 


2 “a oe 


10 Perhaps over-simplified. Special provisions are provided for companies in liquidation 
(section 253) ; interconnected companies (section 254) ; and investment companies (sec- 
tions 257-264). ’ 
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quirements but those that may be necessary for the development of 
the business." The courts have held, unlike the provision in the 
American Act where the burden varies,” that the burden is always 
on the Crown to establish that the withholding has been unreason- 
able.** However, this does not extend to requiring proof of an in- 
tent to avoid surtax."* 

While the case law has developed a number of principles appli- 
cable here, the question of reasonableness is highly factual.® Addi- 
tional facts therefore would be necessary in any attempt to apply 
these provisions to the hypothetical case. But while the burden of 
proof is on the Crown, it would seem that as a practical matter A 
and B would have to produce some evidence of their motives for 
not making a distribution. The capitalization of the earnings and 
distribution of the stock dividend per se would not prevent a find- 
ing of unreasonableness because, as discussed below, such a dis- 
tribution would subject A and B to surtax. They would probably 
have to show, as would be the case in the United States, a corporate 
need in terms of an expansion plan, increased inventories, or in- 
creased reserves for accounts receivable. 

In summary, it would seem that anticipating tax counsel’s in- 
genuity, a court’s reluctance to override business judgment, and 
an English interpretative methodology that requires the Crown to 
bring the taxpayer within the letter of the statute, A and B may 
consider it advisable to take the risk of violating section 245. Such 
a position would seem to be fortified by the policy of the United 
Kingdom’s profits tax on corporations to the extent of 2-1/2 per 
cent on undistributed profits and 27-1/2 per cent on distributed 
profits in the interests of inflation control.’® It should be noted that 
where a direction under section 245 has been made for a year, X cor- 
poration would be exempt from profits tax for that year.” Thus, in 
final analysis, the low profits tax on retained earnings and the threat 
of section 245 would seem to combine to force section 245 companies 


11 Cf. I.R.C. § 537 (1954), providing that reasonable needs of the business include the 
reasonable anticipated needs. 

12 See I.R.C. § 534 (1954). See pp. 282-283 supra. 

18 Fattorini, Ltd. v. Inland Revenue Commissioners, [1942] A.C. 643. 

14D, Carlaw & Sons, Ltd. v. Inland Revenue Commissioners, [1926] S.C. 870. 

15 See KonsTAM, THE LAw or INCOME Tax (12th ed. 1952; Supp. 1955). There seem 
to be no regulations on the subject and nothing in English tax literature comparable to 
Professor Hall’s empirical and analytical study, op. cit. supra note 8. 

16 Beck, British Anti-Inflationary Tax On Distributed Corporate Profits, 1 Nat’, Tax 
J. 275 (1948). The profits tax cannot be recouped from the shareholders. 

17 Finance Act, 1947, Sec. 31(2), 10 & 11 Geo. 6, ec. 35, 12 Halsbury Statute of Eng. 


776 (2d ed. 1949; Supp. 1956). 
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to invest earnings in producers goods. How far this is consistent 
with inflation control is problematical. 


C. Canapa: CAPrraLIzATION AND Tax-F REE DistrRisuTION 


Unique in the three systems here under review is the direct attack 
made by the Canadian Parliament in 1951 on the accumulated earn- 
ings problem. Section 105(1) of the Income Tax Act permits any 
corporation to pay a 15 per cent tax on its accumulated earnings. 
This then results in ‘‘tax-paid undistributed income.’’ The corpo- 
ration can then distribute the remainder as tax-free capital (sub- 
ject to corporation law). Hence, in the hypothetical case a distribu- 
tion of $85,000 ($100,000 less $15,000 tax) to A and B would repre- 
sent a tax cost to each of $7,500. The same result would obtain if 
the medium used is a stock dividend followed by a redemption. 

The two outstanding features of this plan are its generality of 
application since 1951 and its permissive nature as distinguished 
from a previous force-out policy—similar to that followed in the 
United Kingdom—which was abandoned in 1950.* However, the 
functioning of the plan clearly indicates that the principal advan- 
tage and real application will lie with the close corporation whose 
shares are unlisted. Shareholders of public corporations usually 
have a ready market and capital gains are not taxed. Ordinarily 
there would seem to be little advantage in electing to pay the 15 per 
cent tax in such cases. However, it is the only practical bailout 
technique available in Canada, as will be seen from the discussion 
below. 

From the standpoint of the hypothetical case, the section 105 elec- 
tion will work to the tax advantage of the close corporate share- 
holder only where ‘‘his income for the year (after deduction of per- 
sonal exemptions) is in excess of $10,000.’’ ?® This would seem to be 
the key in determining whether A and B would cause a distribution 
under section 105 or take an ordinary dividend entitled to the 20 
per cent credit. 


18 The plan was subject to a one-year experiment where it was limited to ‘‘ private’? 
corporations having less than 75 shareholders. The experiment was adopted in 1950 in 
place of the abandoned force-policy. See Irwin, The Fifteen Per Cent Tax On Undis- 
tributed Income of Companies, 4 Nat’L Tax J. 289 (1951). 

19 MCDONALD AND THOM, CANADIAN INCOME Tax § 94.1 (1955). See also the authors’ 
formula for determining the marginal tax advantage, taking into consideration the 20 
per cent credit and the four per cent investment income surtax imposed by section 32(3) 
of the Income Tax Act, 1952. 
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IV. Accumutatep EHarnincs: Permissive Bamout Devices 


It is in the area of bailout that the special treatment of capital 
gains shows up with such marked significance. All three tax sys- 
tems recognize the problem of dipping into accumulated corporate 
earnings and extracting them as capital gains, the sense in which 
the term ‘‘bailout’’ is used here. Yet each country has pursued a 
markedly different policy in attempting a solution. Perhaps the 
‘‘capital-gain mania’’ in the United States, as compared to the 
United Kingdom and Canada, is to some extent a product of the 
fact that capital gains are taxed, even if preferentially, because 
this permits a softer, litigation-breeding legislative policy. The lack 
of any tax at all on capital gains may in these terms explain the 
rigid rules in Canada designed to prevent all types of bailout. 
Further, the difference in the type of special treatment of capital 
gains is visible in a tighter concept of trading and doing business 
as against investment activity in the United Kingdom and Canada 
than exists in the United States. However, the British system in 
the bailout area remains to some extent a mystery (unless section 
245 is administered more firmly than the case law seems to indi- 
cate), as will be seen in the discussion below. 


A. Untrep States: Batouts, [ycorporatep 


Congress has provided a variety of bailout devices hedged with 
complex safeguards against abuse. Not all outlined here are di- 
rectly applicable to the hypothetical case. However, they demand 
description because of the alternatives they afford a taxpayer and 
because they affect analysis and have affected policy-making. In 
the 1954 Code they are largely conveniently grouped in Subchapter 
C, entitled Corporate Distributions and Adjustments. These de- 
vices will be considered under the headings (1) stock dividends 
(bonus shares) ; (2) complete liquidation; (3) partial liquidation ; 
and (4) stock redemptions. 

1. Stock dividends. The receipt of the stock dividend (or of stock 
rights) in the hypothetical case would be exempt from taxation 
under the express terms of section 305 of the 1954 Code. The result 
would be the same under the old law and landmark case, Eisner v. 
Macomber,” where the Court held that a stock dividend of common 
on common could not constitutionally be taxed. But section 305 
does represent a reversal of Congressional policy. Section 115(f) 
of the 1939 Code attempted to reach as ordinary income all stock 
dividends that could constitutionally be taxed. 





20 252 U.S. 189 (1920). 
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Section 305 contains two exceptions which would result in taxa- 
tion as ordinary income: (a) a stock dividend in discharge of the 


ital 
a. current or preceding years’ preference dividends; and (b) where 
rate the shareholder has an election to take stock (or stock rights) or 
hich money or money’s worth. 
ada Also new is the policy expressed in section 306. Where prefer- 
the ence shares are issued as a stock dividend (or in a reorganization 
the having the same effect), ordinary income consequences attach upon 
the a sale of such shares or on their redemption. This technique of 
use ‘‘tainting’’ preference shares is responsive to the practice illus- 
lack trated by the Chamberlin™ case. In this case the shareholders 
the negotiated with an insurance company to take a short-term redeem- 
put. able preference issue. They caused the corporation to issue the 
ital dividend and two days later sold the issue to the insurance com- 
ess pany. Notwithstanding the obvious surtax avoidance motives, the 
ida Sixth Circuit Court refused to tax the stock dividend as ordinary 
in income. 
ion However, the temper of the United States Senate, whose Finance 
di- Committee rewrote Subchapter C, is illustrated by an exception 
contained in section 306. In the hypothetical case, if the stock divi- 
dend had been preference shares, their redemption would have 
resulted in ordinary income consequences to A and B unless they 
ith could show that the distribution and redemption were not pursuant 
li- to a plan having tax avoidance as one of its principal purposes. 
nd In the hypothetical case, therefore, A and B could sell their com- 
nd mon stock dividend (at the expense of diluting ownership) and re- 
In ceive capital gains treatment. The gain would be 33-1/3¢ per share 
er (allocation of dividend shares to pro rata amount of cost). 


e- 2. Complete liquidation. Except for a brief two-year period under 
1s the 1934 Revenue Act, Congress has maintained a constant policy 
since 1924 of according corporate earnings capital gains treatment 


1; 
upon distribution in a complete liquidation. This policy is currently 





k expressed in section 331 of the new Code. Its importance in tech- 
n ' nical policy-making cannot be stressed too heavily. Consequently, 
It A and B, faced with a swollen corporate treasury, could liquidate 


X and pay a maximum tax of $25,000 on the $100,000 of accumu- 


n lated profits.” 

5 eS See 

) 21 Chamberlin v. Comm’r, 207 F.2d 462 (6th Cir. 1953), cert. denied, 347 U.S. 918 
(1954). 

k 22 Subject to the risks, if any, of section 341 (1954), dealing with collapsible corpora- 


tions. If A and B liquidai2d with intent to reform, they would run the risk of having the 
‘<step-transaction’’ doctrine apply and dividend characterization under section 301 
(1954) or of a ‘‘boot’’ distribution under section 356 (1954). 
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It should be noted at this point that no capital gains tax would 
be payable in the event of liquidation following the death of a 
shareholder. For example, if A or B should die the decedent’s heirs 
or legatees would take a ‘‘stepped-up”’ basis for the shares (the 
value at death).”* X could then be liquidated, and presumably the 
distributed assets would equal the new basis and no gain would be 
realized. 

3. Partial liquidation. Section 346 of the new Code represents a 
fresh effort by Congress to define ‘‘ partial liquidation.’’ It replaces 
a most unsatisfactory definition under section 115(i) of the 1939 
Code, which simply equated a partial liquidation with a stock re- 
demption and entitled the shareholder to capital gains treatment. 
However, a safeguard against abuse was provided. If the redemp- 
tion was ‘‘essentially equivalent’’ to a dividend, it would have ordi- 
nary income treatment.** This later concept has been retained in 
one of the three categories of partial liquidation in the new Code. 

Therefore, A and B would be entitled to capital gains treatment 
if they could show that the redemption (1) was one of a series in 
redemption of all the corporate stock; or (2) was in redemption of 
part of the stock pursuant to a plan, where the distribution was 
made before the end of the year following the plan and was not 
essentially equivalent to a dividend; or (3) the proceeds in redemp- 
tion are attributable to the termination of a separate ‘‘trade or 
business. ’’ 

The first category is simply a step in the process of total wind- 
ing-up. If in fact X had terminated what could be regarded as a 
separate trade of its activities, the satisfaction of the third cate- 
gory would seem to be only a matter of mechanics. This, of course, 
oversimplifies the compliance requirements. The second category 
is plagued with the term ‘‘essentially equivalent’’ borrowed from 
the old law where it had developed a confusing judicial gloss. Gen- 
erally, a showing of a corporate business purpose for the redemp- 
tion would negate a finding of dividend equivalence. What seems to 
be required now is a showing of a particular type of corporate busi- 
ness purpose, that is, a corporate contraction.” 

Thus, unless A and B could show a corporate contraction, $100,000 
of the distribution in redemption of their shares would be treated 
as ordinary income subject to surtax; and the remaining $50,000 


23 I.R.C. § 1014 (1954). The host of basis problems cannot be considered here. They 
are, of course, primarily the product of a system which taxes capital gains. 

24 T.R.C. § 115(g) (1) (1939). 

25 The writer has argued this in detail. Chommie, Section 346(a)(2): The Contraction 
Theory, 11 Tax L. Rev. 407 (1956). 


ee 


12: 1957 | SURTAX AVOIDANCE AND EXTRA CORPORATE TAXATION 289 
ruld ( would be a return of capital because of the lack of ‘‘earnings and 
f a profits,’’ the necessary source of a dividend. It should also be noted 
"Irs that preference shares (section 306 stock) lose their ‘‘taint’’ when 
- the redemption qualifies for capital gains treatment under section 

e 346. 
be 4. Stock redemptions. In section 302 of the new Code Congress 
has provided shareholders with three additional stock redemption 
5 a devices resulting in capital gains treatment. In all three the Senate 
28 Finance Committee has admonished the courts that the transaction 
39 in question is to be viewed only in the light of what has happened 
7 ‘‘at the shareholder level.’’ * 

it. The first simply requires the shareholder to establish that the 
> redemption is not essentially equivalent to a dividend. ‘‘ Essentially 
i- equivalent’’ is thus revealed as being schizophrenic. If A and B 
in cannot establish a want of dividend equivalence under section 346 
e. because of the lack of a corporate contraction, they can make the 
it attempt under section 302, where they will have the dubious benefit 
n of the judicial gloss under the old law and the Senate Finance 
f Committee’s suggestion that the test is one of ‘‘sale.’’ 77 
8 The second is a redemption that is substantially disproportion- 
t ate vis-d-vis the other shareholders. Generally, a 20 per cent reduc- 
3 tion in outstanding common stock is substantial unless 50 per cent 
F of the voting power is retained. This device is subject to section 


318 defining constructive ownership of stock. This section, in gen- 
eral, attributes family (spouse, descendants, and parents), part- 

nership, and controlled corporate ownership to the recipient in 
redemption. 

The third method is a redemption in complete termination of a 
shareholder’s interest in the corporation. This provision is also 
subject to section 318, with certain exceptions. 

Summing up, A and B, without more, would not qualify for 
capital gains treatment under section 302. However, counsel would 
undoubtedly attempt to show a ‘‘sale’’ under the first device. 

It is noteworthy that section 303 provides special rules for secur- 

) ing capital gains treatment upon redemption after the death of a 
shareholder. Also, section 304 blocks the use of related corpora- 
tions to effectuate capital gains treatment in a stock redemption. 

With respect to stock redemptions in reorganization, these pro- 
visions of the 1954 Code are concerned primarily with the post- 
ponement of recognition of gain. They have tempted shareholders 





26 §, Rep. No. 1622, 83d Cong., 2d Sess. 49 (1954). 
27 Ibid. 
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as bailout devices, especially through section 355, which permits 
corporate divisions without recognition of gain. It would appear 
that if a distribution of stock under section 355 escapes section 306 
characterization and control remains undiluted, a bailout of the 
type in Chamberlin would be permissible. Section 356 and the Bed- 
ford** and Gregory * decisions of the Supreme Court have other- 
wise been effective as deterrents to bailout. 


B. Untrep Kinepom: Jupiciatty DEvELOPED PRINCIPLES 


With few exceptions the bailout problem in the United Kingdom 
is a product of developed case law. There is nothing in the 1952 
Income Tax Act comparable to Subchapter C of the 1954 Code. 
The same categories used in the previous section will be used here. 

1. Stock dividends, The act of X corporation in declaring a stock 
dividend to A and B would constitute a capitalization of the profits, 
and A and B would not receive taxable income. The underlying 
theory is expressed in Inland Revenue Commissioners v. Fisher’s 
Executors: ‘‘The whole transaction was ‘bare machinery’ for capi- 
talising profits and involved no release of assets either as income 
or as capital.’’*° The Court allowed a tax-free distribution of 
six-year debentures redeemable at the company’s option, notwith- 
standing their character as creditor instruments. 

Unlike the exceptions contained in section 305 of the Code which 
result in taxable income, a stock dividend in discharge of a previ- 
ously declared dividend is not taxable,*! nor is a stock dividend 
where a shareholder has the option to receive cash, as long as stock 
is taken.*? Inasmuch as short-term debenture shares fall within the 
above common law rule, it seems clear that a preferred stock divi- 
dend would not be considered income. 

2. Complete liquidation. In Inland Revenue Commissioners v. 
Burrell * a corporation was in liquidation. The issue was whether 
the recipient of undistributed profits was liable for surtax. The 
Court held the gain was capital, being analogous to the sale of 
shares of a going corporation. However, this type of a bailout is 
not available to a section 245 corporation, discussed above, which 


28 Comm’r v. Estate of Bedford, 325 U.S. 283 (1945). The Court stated that a distri- 
bution of earnings in a reorganization had the effect of a taxable dividend. 

29 Gregory v. Helvering, 293 U.S. 465 (1935), requiring a business purpose for a re- 
organization. But again this is just a demand for tax counsel ingenuity. 

30 [1926] A.C. 395, 403. 

31 Inland Revenue Commissioners vy. Blott, [1921] A.C. 171. 

32 Bouch v. Sproule, (1887) 12 App. Cas. 385. 

33 [1924] 2 K.B. 52 (C.A.). 
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its would embrace the hypothetical case. Section 253 of the Income 
ar Tax Act expressly provides for the inclusion of undistributed 
06 profits in total income upon liquidation for surtax purposes. There- 
he fore, A and B, unlike the situation in the United States, would not 
d- have this choice available. Of the $300,000 distributed in wind- 
e- ing-up, each would be subject to surtax on $50,000. 


3. Partial liquidation. The approach to a partial liquidation in 
the United Kingdom would seem not too unlike that obtaining 
under the 1939 Code in the United States. Under said Code section 
115(i) a partial liquidation was equated with a stock redemption. 
9 However, there seems to be no United Kingdom counterpart of old 
section 115(g) providing for ordinary income consequences when 
., the redemption was ‘‘essentially equivalent’’ to an ordinary divi- 
k dend; and, of course, nothing of the judicial gloss developed under 
that provision. 

The general common law principles, such as announced in the 
Fisher case, would seem to indicate a major reliance on corpora- 
tion law concepts. In other words, using the example of the hypo- 
thetical case, an authorized reduction of X’s capital would permit 
a return of capital to A and B while X remained a going concern, 
so long as X’s profits had been capitalized by the stock dividend. 
There is dicta to this effect.** 

4. Stock redemption. The final step in the hypothetical case— 
stock redemption—raises another problem. Even assuming that a 
50 per cent authorized capital reduction would permit a $100,000 
return of capital, is the remaining $50,000 also to be character- 
ized as capital gain? If this were so, A and B would escape sur- 
tax altogether. The doctrine of capitalization has been carried to 
some considerable length in the Fisher case. A logical extension 
would permit just such a complete bailout of X corporation’s total 
accumulations.* 

That this seems to be the case is indicated in the recent Report 
of the Royal Commission on Taxation.*® And in a comment on the 
report it is pointed out in discussing redeemable preference issues 





34 Hill v. Permanent Trustee Company of New South Wales, Ltd., [1930] A.C. 720. 

35 Without citation of authority, a leading English tax writer leaves this troublesome 
question open. ‘‘Where a company has been duly authorized to reduce its capital— 
whether the reduction applies to all or only to some of its shares—the amounts so re- 
turned to the shareholders are capital in their hands, If in any such ease there is a com- 
plete extinguishment of certain share interest, together with a proportionate distribution 
of the company’s assets to the persons concerned, questions may arise concerning any 
amount distributed in excess of the paid-up value of the cancelled shares.’?’ HANNAN 
AND FARNSWORTH, THE PRINCIPLES OF INCOME TAXATION 73 (1952). 

36 Final Report, Cmp. No. 9474 (1955). ‘ 
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that if a custom developed of issuing short-term redeemable shares 
(the Commission assumed that such are ‘‘normally based on a life 
of fifteen to twenty years’’), ‘‘the question of such issues being 
curtailed or brought within the taxation field might have to be 
further considered.’ ** 

Summarizing, it would seem that A and B would be able to bail 
out at least $50,000 and probably the whole $100,000, unless pre- 
cluded by a rigid administration of section 245. Presumably, there 
would be a similar result in any corporate reorganization. 


C. Canapa: Resection or Barout Devices 


Not only is Canada’s 15 per cent plan, discussed above, unique 
among the three tax systems, but its legislative policy toward bail- 
out is equally so. The Canadian courts have been greatly influenced 
by English common law principles of income taxation in this 
area; ** the Canadian Parliament has not. The Income Tax Act 
contains an express provision against bailout at every stage of the 
hypothetical case set out herein. 

1. Stock dividends. Section 81(6) of the Act deems that a stock 
dividend capitalizes earnings; section 81(3) then deems the receipt 
of such earnings pro rata by the shareholders. Therefore, even a 
stock-split or an increase in par value *® by X corporation would 
result in treating A and B as each in receipt of $50,000 of taxable 
income. ; 

2. Complete liquidation. Section 81(1) of the Act would result in 
the same consequences as above in the event of a complete wind- 
ing-up of X corporation. 

3. Partial liquidation and stock redemption. Section 81(2) of the 
Act would in like manner prevent a bailout via the partial liquida- 
tion-stock redemption route. Even were the redemption to embrace 
original issue shares, this provision would result in deemed divi- 
dend treatment. In short, with two minor exceptions, ‘‘a Canadian 
taxable corporation cannot make a distribution of property to its 
shareholders without subjecting them to taxation to the extent at 
least of their share of the corporation’s undistributed income on 
hand.’’ *° 

It should be noted, further, that the Income Tax Act contains a 
variety of other provisions directed against tax evasion which over- 


87 Note, Taxation of Capitalisation Issues, 99 Sou. J. 572, 573 (1955). 

88 See LABRIE, THE MEANING OF INCOME IN THE LAw or INCOME Tax 169-195 (1953). 

89 Income Tax Act, 1952, Sec. 81(8) (Canada). 

40 MCDONALD AND THOM, op. cit. supra note 19 § 93.1. The exceptions are a tax-free 
split-up under section 82(3) of the Income Tax Act, 1952, and where the 15 per cent 
tax has been paid on undistributed income. See p. 285 supra. 
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lap the provisions set out above.*! Extraordinary, however, is sec- 
tion 138 which gives the Treasury Board, a subcommittee of the 
Cabinet, broad discretion to ‘‘give such directions as it considers 
appropriate’’ where it ‘‘has decided that one of the main purposes 
for a transaction or transactions . .. was improper avoidance or 
reduction of taxes. ...’’ This power has seldom been used, and no 
appeal to the Exchequer Court seems to have been taken from an 
exercise of such discretion. But no American Congress or United 
Kingdom Parliament has exhibited such faith in its tax collector. 


V. Impuications ror Poricy-Maxkine In tHE Unrrep States 


Aside from the insights gained as to our own system, compara- 
tive analysis would also seem useful from the standpoint of the 
formulation and execution of policy. However, in making any such 
analysis between the systems here examined, a number of qualify- 
ing factors should be taken into consideration. 

First, the basic legislative approach in the United Kingdom and 
Canada in expressing policy is decidedly different from that in the 
United States. Tax legislation in both the United Kingdom and 
Canada is confined largely ‘‘to general principles’? enumerated 
‘‘where possible’? and applied ‘‘to specific cases, as appropri- 
ate.’’ * This is in sharp contrast to the detailed spelling out in the 
Code, especially in the area of corporate distributions and adjust- 
ments. One result of this, apart from the problem of statutory com- 
plexity, is that often a judicial development in one country will 
have no counterpart in another.* This, of course, would render any 
comparative analysis fruitless unless that study is broadened to 
embrace all the techniques used in meeting a broad problem. 

Second, and closely allied to the first, is a difference in interpre- 
tative methodology. Not only do English and Canadian courts re- 
quire the government to bring the taxpayer ‘‘within the letter of 
the law,’’ ** but they refuse to examine legislative history as an aid 
in determining legislative intent. Neither of these practices pre- 
vails in the federal courts in the United States. 


41 Z.g., section 8, dealing with collapsible corporations and corporate bailouts; section 
28(2)-—(9), dealing with controlled corporations; and section 6, dealing with certain cor- 
porate securities (Income Tax Act, 1952 (Canada) ). 

42 Petrie, Capital Gains Under the Canadian Income Tax Act in 1952 ProceEDINGs or 
THE Nat’ Tax Ass’Nn 165, 166 (1953). There are, of course, notable exceptions. 

43 See Surrey, Definitional Problems in Capital Gains Taxation, 69 Harv. L. Rev. 985, 
1014-1015 n.89 (1956), pointing up some of the difficulties in making comparisons in 
this respect. 

44 Willis, Recent Trends in Canadian Income Tax Law, 9 U. Toronto L.J. 42 (1951). 
See also McGregor, Literal or Liberal? 32 Can. B. Rev. 281 (1954). 
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Finally, there is a serious need for collection and dissemination 
of a good amount of fact about all three systems that is not pres- 
ently extant. This would seem to be the case particularly with re- 
gard to enforcement and political and economic forces affecting 
policy-making. It is undoubtedly true that the experienced tax 
scholar in any one of the countries here reviewed would have a good 
deal of accurate but unverifiable information. But the American 
scholar is bound to feel uncertainties in making appraisals, for ex- 
ample, about the use of administrative discretion in Canada and 
the enforcement of section 245 in England. This would also apply 
to lobbying activity, about which we guess so much in this country. 

Notwithstanding these limitations, experience in the United King- 
dom and Canada would seem to afford insights that could be used 
to advantage in attempting to solve the problems of extra taxation 
of distributions and of accumulations. 


A. Extra Taxation or Distrisutions 


There has been no serious attempt in the United States to solve 
either problem since the three-year experiment with the undistrib- 
uted profits tax in the 1936-1939 period. The failure of this levy 
should have served as an object-lesson in the 1954 one-sided attempt 
to alleviate the extra tax problem with the enactment of the four 
per cent credit. The point here is that both political and equitable 
considerations demand that attempts at solution give attention to 
both problems. Therefore, any serious effort to expand the divi- 
dend credit, say, to the point reached in Canada at 20 per cent, 
would be unlikely to succeed unless serious efforts were made to 
tighten the accumulated earnings provision and eliminate bailouts. 

In appraising the United Kingdom system in this regard, it was 
noted that here the recoupment technique goes a long way toward 
solution of the extra tax problem (the profits tax excepted). But 
what would be the price of a comparable technique grafted onto 
the Code? The English system works largely because there is the 
same high (42-1/2 per cent) standard rate of tax levied on both 
corporations and individuals. It is difficult to visualize a political 
climate that would permit, for example, even a 30 per cent basic 
rate on both corporations and individuals. 

It would seem that the Canadian 20 per cent credit affords more 
opportunity for emulation. What would the price be in the United 
States? Would its proponents consent to the drastic elimination of 
bailouts and a rate of tax on undistributed profits higher than the 
current capital gains rate? Perhaps to ask the question is to an- 
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swer it. Yet short of some progress along this line it is difficult to 
make out an equitable case for additional relief in the form of a 
dividend credit. 


B. Accumutations: Harnines Tax 


Experience has demonstrated that a penalty tax such as the 
accumulated earnings tax is not easy to administer fairly; nor is it 
apt to find real friends even among those not subject to its threat. 
Could we not profit from English experience with section 245? 
While we lack empirical data with regard to its enforcement, we 
have our own experience with foreign personal holding companies 
where basically the same technique is used. 

Often advocated is treatment of the close corporation as a part- 
nership for income tax purposes.* Little real progress has been 
made in the area. Many of the uncertainties can be attributed to 
the difficulty in drawing the line between private and public corpo- 
rations. Is it not possible that a substitution of the English tech- 
nique for the penalty surtax would provide experience which would 
be useful in appraising the utility of the partnership proposal for 
close corporations? It should not be necessary to point out that 
partnership treatment would go a long way toward complete solu- 
tion in an important area of both the extra tax and accumulations 
problems. 

It is arguable that Canadian experience indicates no need for 
a force-out policy. But again, Canadian abandonment of its force- 
out policy was coupled with a strong inducement to distribute. 
This is in a system which rigidly denies bailout. Although curtail- 
ment of bailout is perhaps foreseeable, given a ripe political cli- 
mate, complete rejection, as in Canada, is not. Further, in Canada 
there is now nothing to prevent the indefinite and unrestricted 
accumulation of corporation—both private and public—profits. It 
would seem that we require more empirical data on this experi- 
ment before exposing the United States revenue to a similar plan. 


C. Accumunations: Bamouts 


Each bailout device in the Code is supported by a policy justify- 
ing relief in such cases. Yet it is because there are such a multitude 
that such serious inroads have been made on progressive income 
taxation, to say nothing of their unfairness to others in a similar 
economic position. It has been argued that their very number dem- 


45 E.g., Lowndes, Taxing the Income of the Close Corporation, 18 Law & ConTEMP. 
Pros. 558 (1953). ‘ 
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onstrates that Congress does not really believe in high personal 
surtax rates. Therefore, it is said, the problem can be met only by 
lowering personal surtax and simultaneously closing bailout loop- 
holes. In this sense the bailout problem is viewed as a product of 
high personal surtaxation rather than one of accumulated earn- 
ings. This, however, seems to be but a different view of the same 
problem. Without surtaxation or accumulations the problem would 
not exist. 

Personal surtax can be reduced without too much retreat from 
the basic tenet of progressive income taxation. But, if proponents 
of bailout reform must give ground, it would seem preferable to do 
it along lines affecting more directly the accumulations and extra 
taxation problems. 

From a comparative viewpoint, perhaps the most valuable lesson 
to be learned about bailouts is to be found in Canada’s long-main- 
tained policy against evasion. For example, in the United States 
we are apt to view the right of a shareholder to capital gains treat- 
ment on liquidation as sacrosanct—as a first principle of federal 
income tax law. It may come as somewhat of a shock that intelli- 
gent people in another civilized community treat such a principle 
in such a cavalier manner. Not only this but every other familiar 
avenue of escape has been, in like manner, closed to evasion. This, 
it is submitted, can have a liberating effect on the thinking of 
policy-makers and those who would influence them. The bailout 
problem is so complex, the progress toward solution so mired by 
technicality piled upon technicality, that clear insights into the 
basic values have been obscured from view. Perhaps only by going 
outside our own system can a proper perspective be regained. 


VI. Conciusion 


A study of the tax experience in the United Kingdom and Canada 
—their formulation and execution of policy—can have an educative 
and liberating effect on the thinking of tax policy-makers. Federal 
income taxation is so laden with politics and self-interest, and 
major change has such serious potentials in tax burden shifts, that 
even long periods of education are often unsuccessful in bringing 
about needed reform. It is submitted that appraisal of United King- 
dom and Canadian experience with the twin problems of extra tax- 
ation and corporate accumulations can aid greatly in piercing the 
fog of politics. Tried experiments can have a sobering effect on 
positions grounded in emotion and force reexamination of major 


premises. 
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The Extended Statute of Limita- 
tions on Assessment 


ROBERT J. RICHARDS, Jr. 


i the 1954 Code, several significant changes have been made with 
respect to the administrative and procedural provisions of the 
revenue law. Not the least significant of these changes concerns 
the statute of limitations provisions which are collected in Chapter 
66 of Subtitle F. However significant these changes may be, for the 
present taxpayers and tax practitioners are more immediately con- 
cerned with the limitations provisions under the 1939 Code. The 
reason for this is that the limitations provisions on assessment in 
the 1954 Code are expressly made applicable only to taxes imposed 
under the 1954 Code.’ The income tax provisions under the 1954 
Code are expressly made applicable only to taxable years which 
begin after December 31, 1953 and end after August 16, 1954.? 
Therefore, as to all taxable years beginning prior to January 1, 
1954 and to all taxable years ending prior to August 17, 1954, the 
income tax provisions of the 1939 Code will apply and, correspond- 
ingly, the statute of limitations provisions thereunder. 

Under the 1939 Code the normal period of limitations on the 
assessment of income taxes is three years from the date the return 
has been filed.* It is further provided that a return filed prior to 
the due date for filing shall be considered as filed on such last day.* 
Thus, for the calendar year 1953, where a taxpayer filed his in- 
come tax return on or before the due date for filing, March 15, 1954, 
the normal three-year period would expire on March 15, 1957. Sec- 
tion 275(c) of the 1939 Code provides a very important exception 
to the normal three-year rule, which allows the Commissioner to 
assess tax at any time within five years after the return has been 
filed ‘‘[i]f the taxpayer omits from gross income an amount prop- 
erly includible therein which is in excess of 25 per centum of the 


Rosert J. Ricwarps, Jr. (LL.B., Boston College Law School; LL.M. in Taxation, New 
York University School of Law) is a member of the Massachusetts Bar. 

1 T.R.C. § 7851(a) (6) (1954). 

2 L.R.C. § 7851(a) (1) (1954). 

3 LR.C. § 275(a) (1939). 

4LR.C. § 275(f) (1939). 
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amount of gross income stated in the return... .’’° If the taxpayer 
in the example above should fall within the terms of this provision, 
the period for assessment of tax would be extended to March 15, 
1959, and for a taxpayer who filed his return for 1953 after the due 
date for filing, such period would expire even later. 

There has been much litigation and confusion over the interpre- 
tation of section 275(c), and in the 1954 Code Congress has at- 
tempted to clarify this area and obviate controversy by setting out 
two statutory definitions to answer the questions most heavily liti- 
gated.® In addition, Congress has extended the five-year period to 
six years‘ and has enacted a provision similar to section 275(c) to 
cover estate and gift taxes.* However successful this attempt may 
prove to be in adding certainty to the law in this area, the example 
demonstrated above clearly indicates that the problems arising un- 
der section 275(c) of the 1939 Code have not become moot. 

This particular statutory provision becomes relevant when the 
Commissioner attempts to make an assessment of tax more than 
three but less than five years after a taxpayer has filed his income 
tax return for a particular taxable year.® Under normal conditions, 
such an assessment would be barred by the three-year period of 
limitations.?” Where the taxpayer wishes to avail himself of the 
statute of limitations as a defense to the proposed assessment, 
he must affirmatively raise this issue in the pleadings and intro- 
duce evidence to establish that the normal three-year period has 
expired." When this fact is established, it is incumbent on the 
Commissioner to plead and prove that one of the statutory excep- 
tions to the normal three-year period is applicable.’* Thus, where 
the Commissioner proposes to make an assessment of tax on the 
strength of section 275(c), he must prove (1) that the taxpayer 


5 This provision also provides that where applicable ‘‘a proceeding in court for the 
collection of such tax may be begun without assessment, at any time within 5 years after 
the return was filed.’’ 

6 See I.R.C. § 6501(e) (1) (A) (i) and (ii) (1954). 

7 LR.C. § 6501(e) (1) (A) (1954). 

8 LR.C. § 6501(e) (2) (1954). 

9 The provision may also become relevant where subsequent to the expiration of the 
three-year period, the Commissioner and the taxpayer enter into an agreement pursuant 
to section 276(b) (1939), extending the period of limitations on assessment. In order 
for such an agreement to be valid and effective, it must be made within the applicable 
period of limitations. 

10 I.R.C. § 275(a) (1939). 

11 Reis v. Comm’r, 142 F.2d 900 (6th Cir. 1944) ; United Business Corp. of America v. 
Comm’r, 62 F.2d 754 (2d Cir. 1933). 

12 Reis v. Comm’r, supra note 11; Edward F. Webber, 21 T.C. 742 (1954), aff’d, 219 
F.2d 834 (10th Cir, 1955). 
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has omitted some gross income, and (2) that the amount omitted 
is in excess of 25 per cent of the amount of gross income stated in 
the return. 

It will be seen that in many cases before answering the proce- 
dural question whether section 275(c) is applicable, the case must 
first be considered on the merits to determine what amount of 
‘‘gross income’’ has been omitted by the taxpayer. It should be 
pointed out that the statute is worded in terms of the amount of 
‘‘eross income’’ omitted, and proof by the Commissioner of some- 
thing other than an omission of gross income will not avail him the 
benefit of the five-year rule. In this respect, the Commissioner re- 
cently argued that he had sustained the burden by establishing an 
understatement of ‘‘net income,’’ using the net worth method of 
computation. The Tax Court held, however, that the requirements 
of the statute had not been met, for establishing an understatement 
of ‘‘net income’’ was not equivalent to proving an omission of 
‘‘eross income.’’ The reasoning of the Court was that an under- 
statement of net income could arise either through failure to re- 
port items of gross income or through taking erroneous deductions 
from a correct statement of gross income, concluding that since the 
Commissioner had proved merely an understatement of ‘‘net in- 
come,’’ he had not sustained the burden of proving the former.” 
If in addition to proving an understatement of net income, the 
Commissioner could establish that the deductions taken in arriving 
at net income were proper, the inference that items of ‘‘gross in- 
come’’ had been omitted would be warranted.* Furthermore, where 
a computation is required under Rule 50, the burden will never- 
theless be sustained if it is established as a result of such com- 
putation that the required percentage of ‘‘gross income’’ has been 
omitted.” 

A taxpayer cannot defeat the application of section 275(¢), where 
otherwise applicable, by showing that the ‘‘omission’’ was due to 
honest mistake or carelessness and was not due to negligence.’* The 
courts have had little difficulty in arriving at this conclusion, for 
nowhere in the statute is proof of negligence required. This con- 
clusion is fortified by the Committee Reports which give as an ex- 


13H, A. Hurley, 22 T.C. 1256 (1954), aff’d on other issues, 233 F.2d 177 (6th Cir. 


1956). 

14 a H. L. Rose, P-H T.C. Mem. Dec. 7 55,246; H. Leslie Leas, 23 T.C. 1058 (1955). 

15 Morris Nemmo, 24 T.C. 538 (1955); Oscar L. Bowman, P-H T.C. Mem. DEc. 
{ 55,014. 

16 Reis v. Comm’r, supra note 11; Estate of C. P. Hale, 1 T.C. 121 (1942); O’Bryan 
y. Comm’r, 148 F.2d 456 (9th Cir. 1945). 
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ample of the application of the provision a situation where the tax- 
payer has omitted items of gross income by mistake." 

It is equally clear that where the Commissioner sustains the bur- 
den of proving that the required percentage of gross income has 
been omitted, the taxpayer cannot prevail against the applicability 
of the statute by the defense that he filed an amended return cur- 
ing the omission. In such case it has been held that the statute of 
limitations cannot in any way be affected or suspended by the filing 
of an amended return, since the running of the statute is based on 
the original return.’* This rule would seem to apply whether the 
precise point in issue concerns when the period of limitations com- 
menced running or involves the question of what particular period 
of limitations is applicable. In either case, the answer would be 
determined by reference to the original return. 

There is another area where effort has been made to narrow the 
scope of section 275(c) of the 1939 Code. This concerns section 
275(b) and its seeming conflict with section 275(c). Subsection 
(b) *® allows the executor of an estate to make a written request 
for prompt assessment of taxes due ‘‘[i]n the case of income re- 
ceived during the lifetime of the decedent, or by his estate during 
the period of administration.’’ A similar request is allowed, in cer- 
tain situations, to corporations contemplating dissolution.”” Where 
such a request is made, the purpose and effect of subsection (b) is 
to limit the period within which such taxes may be assessed to 18 
months from the date the request is made.”* 

Conflict between section 275(b) and section 275(c) arises where 
a request for prompt assessment of tax is made pursuant to sub- 
section (b), and after the 18-month period expires the Commis- 
sioner attempts an assessment on the strength of the five-year 
period authorized by subsection (c). The statute gives little aid in 
determining which provision is applicable. Both provisions are 
part of section 275, and the entire section is expressly inapplicable 
where section 276 applies. The statute is silent, however, as to 
which of the two provisions prevails with respect to one another. 

In 1940 the Bureau issued an opinion on the precise question.” 
The Bureau asserted that Congress intended subsection (c) to 


17 §, Rep. No. 558, 73d Cong., 2d Sess. 43 (1934). 

18 Foster’s Estate v. Comm’r, 131 F.2d 405 (5th Cir. 1942); Ira Goldring, 20 T.C. 79 
(1953). 

19 I.R.C. § 275(b) (1939). 

20 With respect to corporations, the request is limited to taxes due ‘‘in the case of in- 
come received’’ by such corporations. 

21 The provision specifically provides, however, that in no event will the 18-month pe- 
riod expire more than three years after the return has been filed. 

22 G.C.M. 22248, 1940-2 Cum. BuLL. 192. 
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modify subsection (b). After this ruling was issued, two cases in- 
volving this conflict were decided. Both cases* agreed with the 
conclusion reached by the Bureau, but neither case offered a very 
lengthy analysis of the problem. 

In the ruling issued by the Bureau the legislative history of sec- 
tion 275(c) was analyzed. It was noted that when this provision 
first appeared in the House, it was proposed as a part of section 
276(a) and had the effect of allowing an unlimited period for 
assessment.”* When subsequently it was decided that the provision 
should cover only a five-year period, Congress inserted the provi- 
sion as section 275(c). On this analysis, it was determined the fact 
that the provision finally appeared as section 275(c) ‘‘does not 
alter the conclusion that section 275(¢c) modifies or limits section 
275(b).’? * 

This may well be the correct conclusion, but the reasoning is not 
entirely convincing. It could be argued that when Congress decided 
that the policy behind the enactment of section 275(c) was not 
strong enough to allow an unlimited period for assessment, it also 
decided that it was not strong enough to override the policy ex- 
pressed in section 275(b) and for that reason inserted the new pro- 
vision as a part of section 275. If Congress had intended subsec- 
tion (c) to modify subsection (b), it could easily and clearly have 
accomplished this by inserting the five-year rule as part of section 
276. Had this been done, section 275(b) would have expressly been 
made subject to the five-year statute. Why Congress failed to adopt 
this method is, admittedly, equivocal, but such failure no more 
weakens the argument advanced than it does the conclusion reached 
by the Bureau and the Third and Fifth Circuit Courts. 

It should also be noted that the apparent conflict in the statute 
has not been resolved in the 1954 Code. The successors to subsec- 
tions (b) and (c) of section 275 appear as subsections (d) and (e),”° 
respectively, of section 6501. Both subsections are expressly made 
inapplicable where section 6501(c) applies, subsection (¢) provid- 
ing no period of limitations. As its predecessor, the 1954 Code con- 
tains no precise answer as to which provision shall prevail.” 


23 Meurer Steel Barrell Co. v. Comm’r, 144 F.2d 282 (3d Cir. 1944), cert. denied, 324 
U.S. 860 (1944); Anna M. B. Foster, 45 B.T.A. 126 (1941), aff’d, 131 F.2d 405 (5th 
Cir. 1942). 

24 H.R. Rep. No. 704, 73d Cong., 2d Sess. 35 (1934). 

25 G.C.M. 22248, 1940-2 Cum. BULL. 192, 194. 

26 T.R.C. § 6501(d) and (e) (1954). 

27 The scope of section 275(b) of the 1939 Code has been enlarged by section 6501(d) 
of the 1954 Code to allow the executor, or other representative of an estate, or the cor- 
poration to make a request for assessment of all taxes for which a return is required, 


except estate taxes. 
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Upon this analysis, it would seem that whether there has been 
any attempt to resolve this conflict would to a large extent be only 
conjectural. This suggests that the conclusion reached by the Bu- 
reau and the Third and Fifth Circuit Courts might successfully be 
challenged. 

The more heavily litigated problems under section 275(c) have 
involved the interpretation of such words and phrases as ‘‘gross 
income,’’ ‘‘ gross income stated in the return,’’ and ‘‘omits.’’ As to 
‘*gross income’’ and ‘‘ gross income stated in the return,’’ the prob- 
lem is aggravated by the fact that nowhere on an income tax return 
is there an item labeled ‘‘gross income.’’ It therefore becomes nec- 
essary to analyze how the courts have interpreted these concepts. 

In Emma B. Maloy * the taxpayer had created a trust and as 
trustee had reported all the income therefrom as taxable to the 
trust. The Board held the trust income to be properly taxable to 
the taxpayer individually, and having failed to report it in his own 
return, he was held, for the purpose of section 275(c), to have 
omitted the full amount of trust income. The real issue concerned 
the precise amount of ‘‘gross income’’ omitted. The trust had 
earned long-term capital gains, and the question was whether 
‘‘oross income’’ included 100 per cent of long-term capital gains 
or only 50 per cent. Since the provision involved was ambiguous, 
providing that in computing ‘‘net income’’ only 50 per cent of long- 
term capital gains need be taken into account,”® the Board had to 
decide whether ‘‘gross income’’-included only 50 per cent of such 
gains or included 100 per cent thereof less 50 per cent thereof to 
compute ‘‘net income.’’ The Board held that for the purpose of 
section 275(c) ‘‘gross income’’ meant statutory gross income re- 
quired to be reported in the return and included only 50 per cent 
of long-term capital gains. 

This result was significant for the taxpayer because it meant 
that the amount of ‘‘gross income’’ omitted was less than 25 per 
cent of the ‘‘ gross income stated in the return,’’ thus barring assess- 
ment. There was no dispute over the percentage of long-term capi- 
tal gains that was taxable; the issue was over the percentage of 
such gains that was includable in ‘‘gross income.’’ It should be 
pointed out that the conclusion reached as to the percentage of 
long-term capital gains includible in gross income is largely aca- 
demic, since the statute was amended in 1951,® providing that 100 


28 45 B.T.A. 1104 (1941). To the same effect, see John E. Goodenow, 25 T.C. 1 (1955), 
rev’d, 238 F.2d 20 (8th Cir. 1956). 

29 I.R.C. § 117(b) (1939). 

30 Revenue Act of 1951, Sce. 322(a) (2), 65 Srar. 499 (1951). 
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per cent of such gains are expressly includable in ‘‘ gross income.’’ 
Nevertheless, the case is authority for the proposition that ‘‘ gross 
income,’’ for the purpose of section 275(c), is the statutory gross 
income required to be reported in an individual return. 

In Leslie H. Green * the Tax Court followed the Maloy case, con- 
struing gross income for the purpose of section 275(c) as meaning 
‘*statutory gross income as referred to in section 22(a).’’ The tax- 
payer, as in Maloy, had failed to report in his individual return 
trust income properly taxable to him. The issue here involved the 
‘‘amount of gross income stated in the return’’ against which the 
25 per cent test was to be applied. The taxpayer had correctly re- 
ported all taxable items (except the trust income) and then at the 
item labeled ‘‘net long term capital gain (or loss) ...’’ he entered 
a loss of $130,000. The amount and correctness of this deduction 
were not questioned. The difference between the income items and 
the capital loss was reported as the ‘‘total income”’ figure on line 
12 of the return. 

The Commissioner contended that the ‘‘total income’’ figure was 
the ‘‘amount of gross income stated in the return’’ for the purpose 
of section 275(c), and that since the amount of trust income omitted 
exceeded 25 per cent of that figure, section 275(c) was applicable 
and the assessment timely. The taxpayer argued that ‘‘gross in- 
come stated in the return’’ constituted the aggregate of income 
items reported prior to the deduction of the capital loss, and that 
since the amount of the trust income omitted did not exceed 25 per 
cent of that figure, the assessment proposed by the Commissioner 
was barred by the three-year period of limitations. The Court 
agreed with the taxpayer on the ground that capital losses form no 
part of ‘‘gross income”’ as defined in section 22(a) ** and therefore 
could not be considered part of the ‘‘gross income’”’ stated in the 
return for the purpose of section 275(c). 

Under these cases, to determine what is includible in ‘‘gross in- 
come’’ for the purpose of section 275(c), reference is made to sec- 
tion 22(a) of the 1939 Code, now section 61(a) of the 1954 Code, 
where the broad general definition of ‘‘gross income”’ is set out, 
and whatever items and amounts are taxed as ‘‘gross income’’ 
thereunder are includible in ‘‘gross income”’ for the purpose of 
section 275(c). Likewise, to determine the ‘‘amount of gross in- 
come stated in the return,’’ reference is made to said section 22(a) 
to determine what items on the taxpayer’s return are ‘‘gross in- 


817 T.C. 263 (1946), aff’d on other issues, 168 F.2d 994 - Cir. 1948). 
82 T.R.C. § 22(a) (1939), defining ‘‘ gross income.’? 
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come’’ items, the aggregate of which constitutes the ‘‘ gross income 
stated in the return’’ for the purpose of section 275(c). 

The fact that section 22(a) defines ‘‘gross income’’ in a broad, 
general way has itself given rise to some confusion over its mean- 
ing and scope. The Regulations have aided somewhat by defining 
what is meant by statutory ‘‘gross income’’ in certain areas.** 
Gross income from business is defined as ‘‘total sales, less cost 
of goods sold.’’ However, this definition is expressly limited to 
a ‘‘manufacturing, merchandising, or mining business’’ making 
‘“sales.’’ It is very important to determine what ‘‘items’’ are in- 
cluded in ‘‘cost of goods sold’’ and deducted in arriving at ‘‘ gross 
income’’ and what items are properly deductible, under section 
23(a) from ‘‘gross income”’ in arriving at ‘‘net income.’’ The Regu- 
lations, referred to above, provide that only those items which are 
ordinarily included in ‘‘cost of goods sold’’ shall be subtracted from 
‘‘total sales’’ to arrive at ‘‘gross income’’ and specifically exclude 
such items as selling expenses, losses, and certain depletion allow- 
ances.** Presumably, ‘‘cost of goods sold’’ for this purpose should 
conform to generally accepted accounting concepts.” 

The case of Edward F. Webber * illustrates the type of expenses 
that are properly deductible from gross income under section 23(a) 
of the 1939 Code. The taxpayers (husband and wife) conducted a 
religious radio program and received sizable contributions from 
listeners. Part of these contributions were held to be taxable and, 
not having been reported by the taxpayers, were held to have been 
omitted within the meaning of section 275(c). With respect to sec- 
tion 275(c), the true issue was over the amount of ‘‘gross income 
stated in the return.’’ Some of the contributions received were des- 
ignated ‘‘for support of the radio program.’’ The amounts so des- 
ignated were reported as taxable after deducting therefrom the 
expenses of carrying on the radio program. The Commissioner 
contended that the ‘‘gross profit’’ from conducting the radio pro- 





33 Reg. 118, Sec. 39.22 (a)-—5. 

34In Reg. 111, Sec. 29.22(a)-5, the predecessor of Reg. 118, Sec. 39.22(a)-5, de- 
preciation was specifically excluded from ‘‘cost of goods sold.’’ This exclusion does not 
appear in Reg. 118, Sec. 39.22(a)-5, and Rev. Rul. 53-141, 1953-2 Cum. Buty. 101, 
adopted the position that depreciation attributable to the ‘‘cost’’ of the items sold 
may, but need not be, included in cost of goods sold in arriving at gross income from 
business. 

85 To the effect that ‘‘cost of goods sold’’ is properly deductible from ‘‘gross re- 
ceipts’’ to arrive at ‘‘gross income,’’ see Lela Sullenger, 11 T.C. 1076 (1949); W. F. 
Trimble & Sons Co., 1 T.C. 482 (1943). 

86 21 T.C. 742 (1954), aff’d on other grounds, 219 F.2d 834 (10th Cir. 1955). Cf. Ray 
Edenfield, 19 T.C. 13 (1952). 
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gram, plus other income reported, constituted the ‘‘gross income 
stated in the return,’’ and as the amount of gross income omitted 
exceeded 25 per cent of that figure, section 275(c) was applicable. 
The Tax Court held, however, that the expenses of carrying on the 
radio program were deductible under section 23(a) from ‘‘gross 
income’’ and were not part of the ‘‘gross income stated in the re- 
turn’’ for the purpose of section 275(c). Since the amount of gross 
income omitted did not exceed 25 per cent of what the Tax Court 
determined was the ‘‘amount of gross income stated in the return,”’ 
section 275(c) was inapplicable. The Court would not apply the 
Regulation pertaining to gross income from business since it is 
specifically limited to a business making ‘‘sales’’; the taxpayers 
furnished personal services. 

It is significant that ‘‘gross income from farming’’ is accorded 
slightly different treatment from ‘‘gross income from business.’’ 
The Regulations * purport to define the former. For a farmer on a 
cash basis ‘‘ gross income’’ consists of (1) gross receipts from the 
sale of livestock and produce raised, (2) gross profit (gross sales 
less cost of goods sold) from the sale of livestock and produce pur- 
chased, plus (3) income from other sources.** 

The essential and significant difference between farm income and 
business income lies in the fact that ‘‘gross income’’ from the sale 
of raised farm products is equivalent to the ‘‘ gross receipts’’ from 
such sales, and the ‘‘cost’’ of such goods is deductible from gross 
income pursuant to the Regulations.*® This distinction is very im- 
portant for the purpose of section 275(c), but it may work either 
for or against the taxpayer-farmer. It will benefit a farmer who 
reports all his receipts from the sale of raised farm produce, as it 
will give him a larger ‘‘amount of gross income stated in the re- 
turn’’ and thus require a greater amount of ‘‘gross income”’ to be 
omitted. However, where a farmer fails to report part of his re- 
ceipts from the sale of raised farm produce, he will be deemed to 
have omitted from ‘‘gross income’”’ the total of such receipts which 
he failed to report, and this amount will be greater than if he were 
allowed to deduct the ‘‘cost’’ of such goods in arriving at ‘‘gross 
income.’’ *° 

87 Reg. 118, Sec. 39.22 (a)—7. 

88 A farmer on an accrual basis must make certain adjustments for inventories, and 


the method of computing profit is slightly different. 

39 Reg. 118, Sec. 39.23(a)-11; MeCulley v. Kelm, 112 F.Supp. 832 (D.Minn. 1953) ; 
Washington Farms, Inc. v. United States, 122 F.Supp. 31 (M.D.Ga. 1954). 

40 To the effect that the ‘‘cost’’ of purchased farm produce should be deducted from 
‘¢ gross receipts’’ to arrive at ‘‘ gross income,’’ see Joe W. Scales, 18 T.C. 1263 (1952), 
rev’d, 211 F.2d 133 (6th Cir. 1954); Ralph Romine, 25 T.C. 859 (1956). 
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There has been a considerable amount of difficulty in determin- 
ing the character and amount of the ‘‘gross income” of a partner 
from the partnership business. The trouble arises from the fact 
that the provisions of the 1939 Code have not covered the various 
partnership problems that have been arising thereunder. A part- 
nership is not a taxable entity but is required to file an informa- 
tion return, reporting all the gross income and net income of the 
partnership.*! The 1939 Code requires each partner, in computing 
his ‘‘net income,’’ to include his distributive share of the net in- 
come or ordinary loss of the partnership.” 

In L. Glenn Switzer * the taxpayers (partners) received all their 
income during the years in controversy from the partnership. In 
connection with section 275(c) and the timeliness of the assess- 
ment, the question was whether a partner’s ‘‘gross income’’ in- 
cluded his distributive share of the partnership ‘‘gross income”’ 
or ‘‘net income.’’ The issue was especially relevant, because the 
‘‘eross income’’ of the partnership was understated by less than 
25 per cent and the ‘‘net income’’ understated by more than 25 per 
cent,** and if each partner’s ‘‘gross income’? included his share of 
the latter, then his return would fall within section 275(c). The tax- 
payers argued that each partner should be considered as the owner 
of his share of the partnership business; that the partnership 
return should be read in conjunction with a partner’s individual 
return; that a partner’s gross income should be deemed to include 
his distributive share of the gross income of the partnership; and 
that in such circumstances section 275(c) would be inapplicable 
and the assessments untimely. The Tax Court, however, held 
against the taxpayers, concluding that since the statute required 
each partner to carry to his individual return his distributive share 
of ‘‘net income’’ of the partnership,* this necessarily became a 
part of his ‘‘gross income”’ as defined in section 22(a) of the 1939 
Code. On appeal to the Sixth Circuit Court, the Tax Court decision 
was remanded pursuant to stipulation of the parties. 

Thereafter, a Revenue Ruling ** was issued, stating that for the 
purpose of section 275(c) a partner’s gross income includes his 
distributive share of the ‘‘gross income’’ of the partnership, and a 


41 T.R.C. § 701 (1954); I.R.C. § 187 (1939); Reg. 118, See. 39.187-1. 

42 L.R.C. § 182 (1939). 

4320 T.C. 759 (1953), remanded in accordance with stipulations, 6th Cir. Sept. 17; 
1954. 

44 The substantial understatement of net income of the partnership resulted from the 
partnership’s claiming several erroneous deductions from its gross income. 

45 I.R.C, § 182 (1939). 

46 Rey. Rul. 55-415, 1955-1 Cum. Butt. 412. 
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partnership return should be read with an individual partner’s re- 
turn to accomplish this result. At least on the administrative level 
there will be certainty in this area concerning the application of 
section 275(c). It should be pointed out, however, that the position 
taken in the Revenue Ruling will not always work to the taxpayer’s 
advantage. On the facts of the Switzer case it was favorable be- 
cause the partnership gross income was only slightly understated 
and the net income was substantially understated. In a situation 
where a large amount of partnership gross income is omitted from 
the partnership return, the individual partners’ returns could fall 
within section 275(c) even though the partnership could correctly 
show an ordinary net loss.* 

Whether or not the Tax Court will hereafter adopt the position 
expressed by the Commissioner it is hard to say. In Harry Lan- 
dau,** decided subsequent to the Switzer case, the Tax Court recog- 
nized the general rule that a partner is considered as owning a share 
interest in the gross income of the partnership, and it held that the 
general rule was consistent with the scheme for taxing partner- 
ships and the structure of section 3801 of the 1939 Code. It is dif- 
ficult to see why the Court considered the general rule (aggregate 
approach) to be consonant with the composition of section 3801 yet 
inconsistent with the structure of section 275(c). Both cases dealt 
with a partner’s relation to partnership income and would appear 
to be governed by the same principle.* 

There are two other recent cases which are relevant to the Tax 
Court’s approach to the relationship between partner and partner- 
ship.®° In Jack Ammann the taxpayer-partner had some individual 
gains pursuant to section 117(j) of the 1939 Code, and a partner- 
ship of which he was a member had similar losses. The Commis- 


47 Since each partner owns a share of the ‘‘gross income’’ of the partnership, his 
‘¢gross income’’ for the purpose of section 275(c) will include his share of the partner- 
ship ‘‘ gross income,’’ even when the partnership deductions correctly exceed the ‘‘ gross 
income.’’ Thus, this rule could bring a partner within section 275(¢c) and allow asser- 
tion of a deficiency within the five-year period based on an understatement of a partner’s 
individual ‘‘net income.’’ In accordance with the view taken by the Tax Court in the 
Switzer case, section 275(c) would be inapplicable on these facts, as there was no omis- 
sion from ‘‘ gross income.’’ 

48 21 T.C. 414 (1953). 

49 See Randolph Products Co. v. Manning, 176 F.2d 190 (3d Cir. 1949), and I.T. 3981, 
1949-2 Cum. BULL. 78, regarding another area where the general rule has been recognized 
that a partner has been deemed to own a share interest in the ‘‘gross income’’ of the 
partnership. 

50 Jack Ammann, 22 T.C. 1106 (1954), rev’d, 228 F.2d 417 (5th Cir. 1955); Jacob 
Paley, 22 T.C. 1236 (1954), rev’d, 232 F.2d 915 (9th Cir. 1955). In section 702(a) of 
the 1954 Code these problems are specifically handled. : 
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sioner argued that the losses should be offset against the gains so 
as to reduce the amount of ordinary loss otherwise available to the 
taxpayer. The Tax Court held that since there was no statutory 
authority for reporting the partnership’s section 117(j) losses as 
anything but part of the net ordinary loss of the partnership, each 
partner should report his share of such losses as ordinary losses, 
for they lose their characterization as section 117(j) transactions 
when carried to the partner’s individual return. This is another 
case where the Tax Court has taken the ‘‘entity’’ approach to the 
partnership problem and, in effect, limits the general rule (aggre- 
gate approach) enunciated in Harry Landau.” 

The Fifth Circuit Court reversed the Tax Court * in Jack Am- 
mann, expressing the opinion that the Supreme Court had estab- 
lished the applicable principle of law in Neuberger v. Commis- 
sioner.™ In effect, the Fifth Circuit Court held that the character 
of the partnership section 117(j) losses carries over to the part- 
ner’s individual return and is not lost merely because such losses 
are included in the computation of the net income or ordinary loss 
of the partnership. 

These cases are significant because they firmly adopt the aggre- 
gate approach to the partner-partnership problem in connection 
with the application of section 275(c), not merely benefiting the 
taxpayer (as indicated above, the result might be otherwise), but 
rather adding certainty in the determination of the timeliness of 
a proposed assessment without litigation. Of course, even in the po- 
sition adopted by the Commissioner it will still be necessary to de- 
termine what the gross income of the partnership is; and in this 
respect the Regulations discussed above will be relevant. 

In the 1954 Code Congress has expressly provided that the gross 
income of a partner ‘‘shall include his distributive share of the 
gross income of the partnership.’’ * Thus, in cases arising under 
the 1954 Code the result is clear. Furthermore, Congress has given 
‘‘eross income’’ an entirely new meaning for the purposes of the 
successor to section 275(c), section 6501(e) of the 1954 Code. For 


51 21 T.C. 414 (1953). 

52 See note 50 supra. 

58311 U.S. 83 (1940). This case involved the question whether certain non-capital 
security losses suffered by the taxpayer-partner could be offset against partnership gains 
of the same character. The particular losses were allowed only to the extent of the tax- 
payer’s gains of the same character. The Supreme Court held that the individual losses 
could be offset against the partner’s distributive share of the partnership gains, indi- 
cating that Congress did not intend to limit the deduction for such losses in such a 
situation. 

54 T.R.C. § 702(¢) (1954). 
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such purposes, ‘‘ gross income’”’ is defined, in the case of a trade or 
business, as ‘‘the total amounts received or accrued from the sale 
of goods or services (if such amounts are required to be shown on 
the return) prior to diminution by the cost of such sales or serv- 
ices.’’ °° The scope of this definition would appear to include those 
businesses described in the Regulations ** and seems to be even 
broader. The new statutory concept includes a trade as well as a 
business rendering services. These were not expressly covered un- 
der the definition contained in the Regulations, but it was seen in 
the Webber case * that gross income for a business rendering serv- 
ices is equivalent to gross receipts, and the expenses of carrying on 
such a business are deducted from gross income. Thus, it is difficult 
to perceive what the definition adds to existing law in this area. 

The meaning of the parenthetical clause in the statute is not en- 
tirely clear. Presumably, since gross income is equated with gross 
sales, the clause indicates that gross income, for the purpose of this 
provision, constitutes the entire amount of gross receipts which the 
taxpayer is required to show on his return. It would also seem to 
indicate that where the taxpayer ‘‘omits’’ some of his gross re- 
ceipts, this amount will be the amount of gross income deemed 
omitted for the purpose of section 6501(e)(1)(A). This could work 
a disadvantage to the taxpayer. At first blush, it would appear 
that the most evident effect of the new definition is to give the tax- 
payer a larger amount of ‘‘gross income stated in the return,’’ and 
thereby require a greater amount of ‘‘gross income’’ to be omitted 
to satisfy the test of the statute. This is true so far as it goes, but 
it is not the complete effect of the new provision. 

For example, assume a taxpayer operating a manufacturing 
business reports gross receipts of $20,000 and gross profit of 
$12,000; that he has omitted gross receipts of $5,200; and that 
$2,700 are attributable to the cost of the receipts omitted. Under 
the 1939 Code, the ‘‘gross income stated in the return’’ would be 
the gross profit, $12,000; the ‘‘gross income’’ omitted would be, by 
definition, the amount of receipts omitted ($5,200), reduced by 
the cost attributable to such receipts ($2,700).5* Since the amount 
omitted, $2,500, does not exceed 25 per cent of the ‘‘gross income 
stated in the return,’’ $12,000, section 275(c) would be inappli- 
cable. However, under the 1954 Code the ‘‘gross income stated 


55 The successor to section 275(c) is section 6501(e)(1)(A) of the 1954 Code. The 
new definition of ‘‘ gross income’’ appears in section 6501(e) (1) (A) (i). 

56 Reg. 118, See. 39.22(a)-5. 

5721 T.C. 742 (1954), aff’d on other grounds, 219 F.2d 834 (10th Cir. 1955). 

58 To this effect, see Ralph Romine, supra note 40. ; 











310 TAX LAW REVIEW [Vol. 12: 


in the return’’ would by definition be the gross receipts stated 
therein, $20,000, and the ‘‘gross income’’ omitted would be the 
amount of gross receipts omitted, to the extent required to be 
shown on the return, $5,200. Since $5,200 exceeds 25 per cent of 
$20,000, section 6501(e)(1)(A) would be applicable. This example 
illustrates that the new statutory definition of ‘‘gross income’’ may 
result unfavorably to the taxpayer where he omits part of his 
‘‘total sales.’’ 

The new definition of ‘‘ gross income”’ raises the question whether 
it is broad enough to cover farming. It was noted above that gross 
income from the sale of raised farm produce was equivalent to the 
gross receipts therefrom without reduction for the ‘‘cost’’ of such 
produce.” In this respect the new definition will add nothing to ex- 
isting law. However, gross income from the sale of purchased farm 
produce is treated as the gross profit (gross sales less cost of goods 
sold) therefrom,” and it may be that in this area existing law will 
remain unchanged. On the other hand, if the new statutory concept 
is read in the light of its apparent legislative intention, it could be 
found to be broad enough to cover this area of farming business. 

The new statutory concept of gross income is apparently di- 
rected at two cases decided by the Third Cireuit Court. They in- 
volved the application of section 275(c) and created some confusion 
over the meaning of the word ‘‘omits.’’ In Uptegrove Lumber Co. 
v. Commissioner ® the taxpayer, a manufacturing corporation, cor- 
rectly reported its gross sales from business and deducted there- 
from the ‘‘cost of goods sold,’’ improperly including within ‘‘cost’’ 
a certain reserve item. The effect of overstating ‘‘cost of goods 
sold’’ was to understate ‘‘gross income,’’ and the question before 
the Court was whether an understatement of gross income was 
equivalent to an ‘‘omission’’ therefrom for the purpose of section 
275(c). 

The Tax Court, in a memorandum opinion, had followed its 
consistent approach and answered the question in the affirmative. 
The Third Circuit Court, after analyzing the language and legisla- 
tive history of section 275(c), reversed the Tax Court, holding in 
effect that Congress intended section 275(c) to apply only ‘‘where 


59 See note 39 supra. 

60 See note 40 supra. 

61 204 F.2d 570 (3d Cir. 1953), accord, Deakman-Wells Co. v. Comm’r, 213 F.2d 894 
(3d Cir. 1954). 

62 Uptegrove Lumber Co., 11 TCM 765 (1952), rev’d, 204 F.2d 570 (3d Cir. 1953). 
After reversal of the Uptegrove Lumber Co. case, the Tax Court has not followed the 
Third Cireuit Court. See Estate of J. W. Gibbs, Sr., 21 T.C. 443 (1954) ; John E. Good- 


enow, supra note 28, 
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ted the taxpayer had failed to make a return of some taxable gain.’’ 
the The Court reasoned that since the taxpayer had reported all of his 
be gross receipts from sales, he had not failed to report any item of 
of gain, and therefore there was no omission within the meaning of 
ple section 275(c). The Court expressed the opinion that the legisla- 
ay tive history of section 275(c) supported this conclusion, citing an 
lis example in the Committee Reports * where a taxpayer ‘‘failed to 
report’’ an income item. It was this factor which the Court stressed 
er as limiting the interpretation of ‘‘omits.’’ 
ws However, both the House and Senate Reports refer to a situa- 
he tion where the taxpayer ‘‘understates gross income’’ and thereby 
ch falls within the terms of section 275(c).®* When the words of the 
id statute are read in the light of the Committee Reports taken as a 
4 whole, it is difficult to understand why such a limited meaning is 
1s placed on ‘‘omits.’’ It is also significant that prior to the decision 
ul by the Third Circuit Court in the Uptegrove case, there had been 
ot no divergence from the view expressed by the Tax Court with re- 
ad spect to the meaning of the term ‘‘omits.’’? Three cases were cited 
ag by the Commissioner in the Uptegrove case as sustaining the view 
a expressed by the Tax Court,® but the Third Circuit Court pur- 
a ported to distinguish these cases on the ground that each involved 
“ a failure to enter an item of gain in the gross income section of the 
> return and that the taxpayers were relying on the fact that they 


" had ‘‘disclosed’’ the income item elswhere in the return. On these 
: facts the Third Circuit Court found the words ‘‘omits from gross 
income’’ were clearly applicable. Perhaps the cases are somewhat 
, distinguishable on the facts, but the principle of law applicable to 
, both types of case would seem to be the same, namely, if gross in- 
‘ come is understated there is an omission for the purpose of section 
275(c). This view has been consistently followed by the Tax Court 
and the Second and Sixth Circuit Courts and would appear to be 

the view most easily gathered from a fair reading of the «‘atute. 
Another Sixth Circuit Court decision, not cited in the Uptegrove 

case, more nearly resembles the facts of that case than the cases 

which were cited. In Reis v. Commissioner © the taxpayer reported 

the correct amounts which he had realized on the sale of certain 

properties, and deducted therefrom the amount he designated as 


63 §, Rep. No. 558, 73d Cong., 2d Sess. 43 (1924). 


64 Ibid. 
65 O’Bryan v. Comm’r, 148 F.2d 456 (9th Cir. 1945); Ketcham v. Comm’r, 142 F.2d 


996 (2d Cir. 1944) ; Ewald v. Comm’r, 141 F.2d 750 (6th Cir. 1944). 
66 142 F.2d 900 (6th Cir. 1944), accord, American Liberty Oil Co., 1 T.C. 386 (1942) ; 
American Foundation Co., 2 T.C. 502 (1943). : 
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the basis of such properties. The difference was reported as the 
taxable gain on the sales. It developed that the taxpayer had over- 
stated his basis and, therefore, had correspondingly understated 
the amount of gain realized on the sales. The Court held that since 
he had not reported the full amount of the gain as taxable, there 
was an omission within the meaning of section 275(c). In both cases 
the total receipts were correctly reported, and the gross income was 
understated. The fact that ‘‘gross income’’ for one taxpayer was 
the gross profit from the business and for the other was profit from 
casual sales would not appear to support a distinction. Thus, it 
would seem that the same principle of law governs these cases. 

It was mentioned above that the new definition of ‘‘ gross income’’ 
for the purposes of the successor section in the 1954 Code to sec- 
tion 275(c) was adopted apparently to meet the issue raised in 
Uptegrove Lumber Co. v. Commissioner. In this respect the new 
concept should succeed in removing the question from litigation, 
since ‘‘total sales’’ will either be reported or omitted. However, the 
taxpayer in Reis v. Commissioner would not fall within the new defi- 
nition, since he merely made a casual sale of property. It would ap- 
pear, therefore, that in this small area the problem raised in the 
Uptegrove case will continue. The need, thus, for a final determina- 
tion of this issue, not only for the purpose of the 1939 Code, but 
also for the purpose of its successor section, remains. 

Subsequent to the Third Circuit Court’s opinion in Uptegrove 
Lumber Co. v. Commissioner, the Ninth Circuit Court rendered a 
decision which has made the state of existing law even more uncer- 
tain. In Slaff v. Commissioner ™ the taxpayer had been working 
overseas with the Red Cross during 1943 and 1944. In 1947 he filed 
his income tax returns for those years, reporting no taxable in- 
come. In each return he made the following statement: ‘‘ American 
Red Cross—Overseas Sept. 1942 to Dec. 1944. Income received 
$3,300; exempt under section 116 I.R.C.; therefore no taxable in- 
come.’’ The Bureau determined that the income received by the 
taxpayer was taxable, and the Commissioner attempted to assert 
deficiencies for the years in question more than three but less than 
five years after the returns were filed. On these facts the Ninth 
Circuit Court held section 275(c) was inapplicable, since the tax- 
payer had made a full disclosure and therefore had not omitted 
anything within the meaning of the statute. This was the first deci- 
sion actually stating no omission for the purpose of section 275(c) 
will be considered to have been made if the taxpayer makes a ‘‘full 


67 220 F.2d 65 (9th Cir. 1955), reversing 12 TCM 644 (1953). 
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disclosure’’ of the item in question somewhere in his return. But 
the Third Circuit Court did not reach the same result. Both Courts 
relied on vague language contained in the Committee Reports, indi- 
cating that the five-year rule should apply only where taxpayers 
omit items from, or fail to disclose items in, their returns. How- 
ever, as shown above, the Committee Reports state that the policy 
of the provision is to cover situations where ‘‘the taxpayer under- 
states gross income on his return by an amount which is in excess 
of 25 per cent of the gross income stated in the return.’’ * When 
this policy is taken in conjunction with the words in the statute, 
‘‘omits from gross income,’’ it would seem that the policy is ex- 
pressive of the proper interpretation of section 275(c). 

It is interesting to note that prior to Slaff v. Commissioner the 
Ninth Cireuit Court decided O’Bryan v. Commissioner,” uphold- 
ing a Tax Court decision which construed section 275(¢) as appli- 
cable because the taxpayer had understated gross income by 50 per 
cent. In the latter case the taxpayer, a resident of a community 
property state, correctly stated his total gross income in his income 
tax return, but believing that he was entitled to report his income 
as a community property spouse, reported only one-half of this 
total as taxable to himself and filed a return for his wife reporting 
the other half as taxable to her. The Tax Court held that since the 
taxpayer had been living apart from his wife under a valid separa- 
tion agreement, this had the effect under local law of extinguishing 
the community character of his earnings, and he should have re- 
ported the entire amount of gross income as taxable to himself. 
His failure to do this was held to constitute an omission for the 
purpose of section 275(c), even though he had disclosed the entire 
amount of gross income in his return and had reported the other 
half of such income as taxable to another taxpayer.” 

In the Slaff case the Ninth Circuit Court purported to distin- 
guish the O’Bryan case on the ground that in the latter the Tax 
Court had held that there was no ‘‘full disclosure,’’ thus basing 
the distinction on a factual difference of degree.” It would appear 
that with respect to the factual problem, the finding by the Tax 
Court in the O’Bryan case should not be taken too seriously, for in 
the main the decision was based on the fact that gross income was 
understated and this constituted an omission under section 275(c). 


68 §, Rep. No. 558, supra note 63; emphasis added. 

69 148 F.2d 456 (9th Cir. 1945). 

70 Accord, Elvina Ratto, 20 T.C. 785 (1953); Leslie A. Sutor, 17 T.C. 64 (1951). 
71 William L. E. O’Bryan, 1 T.C. 1137 (1942), aff’d, 148 F.2d 456 (9th Cir. 1945). 
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The decision in Slaff v. Commissioner, interestingly enough, cre- 
ates a question as to the meaning of ‘‘full disclosure,’’ since there 
is no other authority for determining the meaning of this concept. 
This latter fact raises further suspicion as to the correctness of the 
proposition stated by the Ninth Cireuit Court. 

Another recent case, decided by the Fifth Circuit Court, is rele- 
vant to this problem. In Davis v. C. B. Hightower, Jr.,” the tax- 
payer had improperly reported gains from the sale of property as 
capital in nature. Under the statutory provision in effect at that 
time, only 50 per cent of capital gains were taken into gross in- 
come.” Pursuant to this provision the taxpayer had reported the 
full amount of gain in a schedule attached to the return but carried 
only 50 per cent of this amount to the face of the return. The nar- 
row issue before the Court was whether the taxpayer uad omitted 
from gross income 50 per cent of the gains in question. The Fifth 
Circuit Court concluded that since the taxpayer had reported the 
correct amount realized on the sales, there was no omission within 
the meaning of section 275(c). The Court considered that a mere 
dispute between the taxpayer and the Commissioner as to the char- 
acter of an item could not constitute an omission. Further, the 
Court purported to distinguish O’Bryan v. Commissioner ™ on the 
ground that in the latter case the gross gains had been understated. 

However, the cases are irreconcilable. In O’Bryan the taxpayer 
reported the correct amount of his gross income but included only 
50 per cent as taxable to himself; and the dispute was over the 
character of the income as community property income. In Davis 
v. C. B. Hightower, Jr. the issue was whether the income was capi- 
tal or ordinary. In both cases the full amounts realized were cor- 
rectly reported, but the amounts reported as taxable were under- 
stated 50 per cent. The Fifth Circuit Court approved the construc- 
tion given the statute by the Third Circuit Court to the effect that 
the question of ‘‘omission’’ turns on whether the item has been 
completely omitted from the return.” The Sixth Circuit Court deci- 
sion in Reis v. Commissioner ™ was not referred to, but it would 
appear to be relevant to this problem. 


72 230 F.2d 549 (5th Cir. 1956). 

78 See note 29 supra. 

74148 F.2d 456 (9th Cir. 1945). 

75 It would seem that if the test of omission turned upon whether gross income was 
understated, both cases would require a holding that there was an omission. However, if 
the Third Circuit Court is correct in its construction that ‘‘omission’’ means failure to 
report an item of gain, then there would seem to be no omission in either case. 

76 142 F.2d 900 (6th Cir. 1944), 
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The Fifth Cireuit Court also noted that the amendment ™ in the 
1954 Code would clearly make inapplicable the extended period of 
limitations in the case of a statement such as that made in Davis v. 
C. B. Hightower, Jr. The Court considered that the amendment 
was merely intended to clarify existing law under the 1939 Code. 
However, the Committee Reports indicate that a change in the ex- 
isting law was intended by the new provision.”* Whether or not the 
Committee Reports can be accepted as declarative of existing law 
on this point, at least they indicate the result reached by the Fifth 
Circuit Court is not so clear as to be free from doubt. 

The specific amendment provides that ‘‘[iJn determining the 
amount omitted from the gross income, there shall not be taken 
into account any amount which is omitted from gross income stated 
in the return if such amount is disclosed in the return, or in a state- 
ment attached to the return, in a manner adequate to apprise the 
Secretary or his delegate of the nature and amount of such item.’’ 
Apart from the factual question of what is an ‘‘adequate disclo- 
sure,’’ this provision contains a negative rule, that is, not to take 
into account any amount otherwise omitted from the gross income 
stated in the return in determining the amount omitted from gross 
income. 

Suppose, for example, that the facts of Slaff v. Commissioner 
arise under the 1954 Code. The new statutory provision was obvi- 
ously aimed at this type of situation, but it would by express terms 
not apply unless the amount disclosed were ‘‘omitted from the gross 
income stated in the return.’’ If such amount were so omitted and 
were adequately disclosed as to nature and amount, then under the 
1954 Code the amount would not be taken into account ‘‘in deter- 
mining the amount omitted from gross income.’’ Hence, if the 
actual facts of the Slaff case arose under the 1954 Code, the tax- 
payer would not have omitted any gross income and would not be 
subject to the extended period of limitations. However, if we add 
the fact that the taxpayer omitted $10 of interest from his return, 
we find that the statute would be applicable, since the amount of 
gross income stated in the return was hypothetically zero. If this 
additional factor had been present in Slaff v. Commissioner, the 
Ninth Cireuit Court would have been placed in an untenable posi- 
tion. For if the Court adhered to the finding that the $3,300 of Red 
Cross salary was not omitted from gross income and that only the 


77 LR.C. § 6501(e)-(1) (A) (ii) (1954). 
78 §, Rep. No. 1622, 83d Cong., 2d Sess. 584 (1954). 
79 I.R.C. § 6501(e) (1) (A) (ii) (1954). 
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$10 item was omitted, it would have had to decide whether the 
gross income stated in the return was zero or $3,300. 

Kither position would appear to be indefensible in the face of the 
Court’s original premise: the former because it would mean that 
the difference between the taxpayer’s actual gross income ($3,310) 
and the gross income stated in the return (zero) was not the amount 
of gross income omitted; the latter because the gross income stated 
in the return ($3,300) would be held to be something other than 
the amount of gross income reported as taxable. This anomaly indi- 
cates that unless the term ‘‘gross income”’ is given the same mean- 
ing in both substantive parts of section 275(c) (and of its suc- 
cessor, section 6501(e) of the 1954 Code), the confusion will be 
endless. 

It is suggested, therefore, that section 275(c), and its successor 
be read as follows: ‘‘If the taxpayer omits from gross income re- 
ported in the return an amount in excess of 25 per cent of the gross 
income stated in the return... .’’ This is the most obviously in- 
tended meaning of the statute, and its applicability would be deter- 
mined by ascertaining the taxpayer’s correct gross income and the 
amount of gross income stated in the return, the difference being 
the amount of gross income omitted. This approach would appear 
to be the one most naturally obtained from the words of the stat- 
ute; and it is, in effect, the one adopted by the Tax Court.® The 
same method would be proper under the 1954 Code, with the limita- 
tion that any amount adequately disclosed in the return would not 
be taken into account in determining the amount omitted from 
gross income and would not affect the amount of gross income 
stated in the return. 

Although the rule respecting items adequately disclosed will 
always be of benefit to the taxpayer, it has nevertheless created the 
factual problem of determining when an item of income is ‘‘dis- 
closed in a manner, adequate to apprise the Secretary or his dele- 
gate of the nature and amount of such item.’’ Presumably, this 
means that the amount of an item and its character as taxable or 
non-taxable will have to be disclosed in a manner which will indi- 
cate to the Commissioner whether the item has been correctly re- 
ported. This is, evidently, what is meant by ‘‘adequate’’; other- 
wise he would not be apprised of the nature of the item. 

For example, in Estate of C. P. Hale™ the taxpayer correctly 


80 Estate of C. P. Hale, supra note 16; Peyton G. Nevitt, 20 T.C. 318 (1953); Anna 
Eliza Masterson, 1 T.C. 315 (1942), rev’d, 141 F.2d 391 (5th Cir. 1944); M. C. Parrish 
& Co., 3 T.C. 119 (1944), aff’d, 147 F.2d 284 (5th Cir. 1945). 

811 T.C, 121 (1942). 
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reported the full amount of a distribution of a corporation which 
he as a shareholder received, designating the amount as a ‘‘return 
of capital’’ and therefore non-taxable. The Tax Court, after find- 
ing that the distribution was taxable as ordinary income, held that 
since gross income had been understated, there was an omission 
under section 275(c) despite the fact that the item had been dis- 
closed. However, if this case had arisen under the 1954 Code, it 
would be necessary to determine whether this disclosure adequately 
apprised the Commissioner of the nature of the distribution. Since 
the taxpayer had merely designated the item as ‘‘capital’’ and 
gave no information concerning the circumstances of the distribu- 
tion on the corporate level, it would probably not be considered an 
‘“adequate’’ disclosure. Wherever the line will hereafter be drawn 
with respect to this problem, taxpayers will be less adversely af- 
fected under the 1954 Code than they have been under the seemingly 
proper interpretation of section 275(c) of the 1939 Code. 

It was mentioned at the outset that in addition to the substantive 
changes made by section 6501 of the 1954 Code, Congress extended 
the five-year period to six years and enacted a six-year period of 
limitations to cover estate and gift taxes. Section 6501(e)(2) pro- 
vides in effect that if the taxpayer omits from the gross estate or 
from the total gifts made during the year items includible therein 
which exceed 25 per cent of the gross estate stated in the return or 
the total gifts stated in the return, as the case may be, the tax may 
be assessed at any time within six years after the return has been 
filed.®? In addition, the rule that early returns shall be considered 
as filed on the due date has been extended to cover all returns under 
the 1954 Code.*®* Thus, the six-year rule with respect to estate and 
gift taxes is analogous to the six-year rule with respect to income 
taxes. In applying this rule, of course, determination will have to be 
made of the amount of gross estate or total gifts stated in the re- 
turn and omitted from the return. However, as in the case of in- 
come taxes, if an item (includible in the gross estate or total gifts) 
is disclosed ‘‘in a manner adequate to apprise the Secretary or his 
delegate of the nature and amount of such item,’’ it need not be 
taken into account ‘‘[i]n determining the items omitted from the 
gross estate or the total gifts.’’ 

Presumably, the disclosure rule will apply to items otherwise 
omitted from the gross estate or total gifts, and the characteriza- 
tion of an item may cause some difficulty. However, the Committee 


s2 T.R.C. § 6501(e) (2) (1954). 
83 I.R.C. § 6501(b) (1) (1954). 
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Reports indicate that the six-year rule with respect to estate and 
gift taxes is not to apply merely because of the difference of opinion 
of the taxpayer and Government as to the valuation of property.** 
This statement does not appear to refer to the application of the 
adequate disclosure rule but apparently is by way of limitation of 
the ‘‘omission’’ rule. The Committee Reports * seem to support 
this conclusion, stressing that where an item is shown on the re- 
turn, an increase in valuation of such item will not bring into opera- 
tion the 25 per cent omission rule. Hence, as to such an item, it 
would not be subject to the requirement that the understatement of 
valuation be disclosed ‘‘in a manner adequate to apprise the Secre- 
tary ...of the nature and amount... .’’ Thus, it would seem that 
where the understatement of gross estate or total gifts results 
solely because of undervaluing items actually reported, the six- 
year period of limitations will not be applicable, regardless of the 
amount understated. 


ConcLusION 

It is hoped that the above analysis has been effective in more 
clearly presenting the issues raised in the interpretation of section 
275(c) of the 1939 Code. As previously stated, the solution of the 
problems and issues under section 275(c) is for the present more 
important than the solutions prescribed by its successor section 
in the 1954 Code. The confusion resulting from the application of 
the former seems to arise chiefly from conflicting inferences drawn 
from the vague language employed in the statute and in the legis- 
lative history of section 275(c). Uptegrove Lumber Co. v. Commis- 
sioner * and Slaff v. Commissioner * are examples. These decisions 
do not appear to be supported by the wording of the statute when 
read alone or in the light of the legislative history. 

It is suggested that to bring certainty and uniformity in the ap- 
plication of this provision, the term ‘‘gross income’”’ be given only 
one meaning, and the statute should be read as stating ‘‘If the tax- 
payer omits from gross income reported in the return an amount in 
excess of 25 per cent of the gross income stated in the return... .’’; 
the italicized phrase has been added to clarify the apparently in- 
tended meaning. 

As to the solutions under the 1954 Code, much has been done to 
alleviate the confusion. The additions to the substantive portion of 


84 §, Rep. No. 1622, supra note 78, at 584, 585. 

85 Ibid. 

86 204 F.2d 570 (3d Cir. 1953). 

87 220 F.2d 65 (9th Cir. 1955); see also Davis v. C. B. Hightower, Jr., supra note 72. 
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the provisions should to a great extent remove the ambiguity here- 
tofore prevailing. Reis v. Commissioner * represents the area not 
touched by the cure. However, if the Tax Court approach to the 
problem is ultimately determined to be correct, this area will be 
adequately disposed of. The amendments to the statute, in addition 
to clarifying, will for the most part benefit taxpayers by removing 
many cases from the extended period of limitations. 


88 142 F.2d 900 (6th Cir. 1944). 
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The Role of Statutory Presumptions in 
Determining Federal Tax Liability 


(First Installment) 
THEODORE NESS 


I 


O.:: of the characteristics of the 1954 Code is the proliferation 
of so-called ‘‘ procedural device[s],’’? i.e., the creation of new stat- 
utory rules of evidence, presumptions, and rules as to the burden 
of proof in determining tax liability under certain sections of the 
Code. The use of such devices in non-tax legislation is very fre- 
quent and, with respect to the present federal income tax, goes 
back to its very inception.” The purpose of this article is to appraise 
the effect of the procedural provisions of the Code in the sections 
relating to income and estate tax liability; the gift tax sections of 
the Code do not contain any such provisions. The procedural pro- 
visions to be considered fall generally into three groups in terms 
of the kind of procedural device involved. 

One group contains provisions creating presumptions * of cer- 
tain states of fact on the basis of the existence of other facts. 

One such provision is section 341(c) of the Code. Section 341 * 


THEODORE Ness (A.B. 1936, City College of the City of New York; LL.B. 1939, Har- 
vard Law School) is a member of the New York Bar. 

1 This is the term used in one of the Committee Reports to characterize section 269(c), 
a new procedural provision of the 1954 Code. 8. Rep. No. 1622, 83d Cong., 2d Sess. 228 
(1954). 

2 The procedural provisions of section 533 of the 1954 Code, in support of the accumu- 
lated earnings tax imposed by section 531, had their genesis in the Tariff Act of 1913, 
c. 16 § II(A) (2), 38 Strat. 166. This section required shareholders to include in their 
gross incomes the gains and profits ‘‘of all corporations . . . formed or fraudulently 
availed of for the purpose of preventing the imposition . . . of [the income tax on 
shareholders] .. . through the medium of permitting such gains or profits to accumulate 
instead of being divided or distributed. .. .’’ and provided that ‘‘the fact that any such 
corporation ... is a mere holding company, or that the gains and profits are permitted 
to accumulate beyond the reasonable needs of the business shall be prima facie evidence 
of a fraudulent purpose to escape such tax... .’? 

3 As that term is hereinafter defined. 

4 Derived from I.R.C. § 117(m) (1939). 
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covers the taxability as ordinary income of the gain of share- 
holders of a collapsible corporation, t.e., one formed or availed of 
principally for the manufacture, construction, or production of 
property, the purchase of certain property, or for the holding of 
stock in a corporation so formed or availed of, with a view to the 
sale or exchange of stock by its shareholders or a distribution to 
its shareholders before the realization by the corporation of a sub- 
stantial part of the income to be derived from such property and 
the realization of such gain by the shareholders. Section 341(c) of 
the Code, which had no counterpart in the 1939 Code, provides a 
presumption that a corporation is a collapsible corporation by stat- 
ing that if the fair market value of the corporation’s section 341 
assets (defined in section 341(b)) constitutes 50 per cent or more 
of the fair market value of total assets and is 120 per cent or more 
of the adjusted basis of such section 341 assets, the ‘‘corporation 
shall, unless shown to the contrary, be deemed to be a collapsible 
corporation....’’ 

A presumption provision having a long history in prior tax 
law,® and which is carried over into section 533(a) of the present 
Code with only one change, is that based on the accumulation of 
earnings and profits beyond the reasonable needs of the business. 
This presumption is an aid in the enforcement of the surtax on 
accumulated corporate earnings where such accumulations result 
from the purpose to avoid the payment of income tax by share- 
holders. This surtax is now imposed by section 531 of the Code, 
formerly section 102. Such accumulations are under section 533(a) 
‘‘determinative’’ of the proscribed purpose ‘‘unless the corpora- 
tion by the preponderance of the evidence shall prove to the con- 
trary.’’* 

In the sections of the 1954 Code * which are the progeny of the 
Clifford case ® and delineate the area of taxability of the grantor 


5 See note 2 supra. 

6 I.R.C. § 102 (1939). 

7 As a sort of appendage to this presumption, the 1954 Code added another proce- 
dural provision which, unlike any other, is designed to aid the taxpayer. This provision, 
section 534, conditionally imposes upon the Commissioner in a Tax Court proceeding 
the burden of proof as to an allegation that accumulations are unreasonable in order to 
give rise to the statutory presumption. The conditions for the imposition of such burden 
on the Commissioner are, alternatively, the failure of the Commissioner to give the tax- 
payer a special notice that a proposed deficiency includes an amount with respect to the 
accumulated earnings surtax or, if such notice is given, the filing by the taxpayer of a 
statement of the grounds on which the taxpayer relies to establish the reasonableness of 
the accumulations. 

8 I.R.C. §§ 671-675 (1954). 

9 Helvering v. Clifford, 309 U.S. 331 (1940). 
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of an inter vivos trust on the basis of continued substantial owner- 
ship of the trust income, the taxable nature of certain trust powers 
depends on whether a related or subordinate party possessing such 
powers is ‘‘subservient’’ to the grantor. Section 672(c),’° which is 
new in the statute, as is the entire group of sections, provides that 
such subserviency shall be ‘‘presumed . .. unless such party is 
shown not to be subservient by a preponderance of the evidence.’’ 

The last of this group of presumption provisions is the familiar 
presumption in connection with gifts in contemplation of death for 
federal estate tax purposes." This section, which is section 2035(b) 
of the Code, raises the presumption of contemplation of death, as 
did the prior law, by providing that a transfer made within three 
years of the date of death ‘‘shall, unless shown to the contrary, be 
deemed to have been made in contemplation of death... .’’ 

Within the second group of these procedural provisions are rules 
that certain facts, when established, shall constitute prima facie 
evidence of other facts. 

This category includes the provision of section 269(c) which is 
an addition to the tax law made by the 1954 Code. It forms part of 
section 269 which, following section 129 of the 1939 Code,” deals 
with acquisitions of control of a corporation or the acquisition by a 
corporation of property of another corporation having a derivative 
basis in the hands of the acquiring corporation, and it provides for 
the disallowance of corporate deductions, credits, or other allow- 
ances where ‘‘the principal purpose for which such acquisition is 
made is evasion or avoidance of Federal income tax by securing 
the benefit of’’ corporate allowances. Section 269(c) provides that 


10 The sections of the Code referred to in note 8 supra are based upon the Clifford 
Regulations under the 1939 Code (Reg. 111, Sec. 29.22(a)-21 and Reg. 118, Sec. 
39.22(a)-21). In Reg. 111, Sec. 29.22(a)-21(d) (4) (ii) and Reg. 118, See. 39.22(a)— 
21(a) (2) (iv), however, powers possessed by related or subordinate parties were attrib- 
uted to the grantor without regard to ‘‘subserviency.’’ 

11 The federal estate tax, since its inception, has required inclusion in the gross estate 
of property transferred in contemplation of death. This provision, moreover, has always 
been buttressed by a presumption of contemplation of death based on the interval be- 
tween the transfer and the transferor’s death. Revenue Act of 1924, Sec. 302(c), 43 
Strat. 304. The Revenue Act of 1926 provided for an irrebuttable presumption as to 
transfers made in this interval. Revenue Act of 1926, Sec. 302(c), 44 Srar. 70. After 
this provision was held to be unconstitutional in Heiner v. Donnan, 285 U.S. 312 (1932), 
the Revenue Act of 1932 returned to a rebuttable presumption. Revenue Act of 1932, 
See. 803(a), 47 Stat. 279. The two-year period was lengthened to three years by the Rev- 
enue Act of 1950, Sec. 501(a), 64 Star. 962, 26 U.S.C. § 811(1) (1952), which at the 
same time inserted a provision that no transfer made before such three-year period should 
be treated as having been made in contemplation of death. A provision substantially in 
this form is part of the present Code. I.R.C. § 2035(b) (1954). 

12 Added by Revenue Act of 1943, 58 Strat. 47, . 
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where the consideration paid by the acquiring person or corpora- 
tion is ‘‘substantially disproportionate’’ to the aggregate of (1) 
the adjusted basis of the property of the corporation whose stock 
or property is acquired and (2) the tax benefits of such corporation 
available because of the acquisition, such fact ‘‘shall be prima facie 
evidence’’ of the principal purpose at which the section is aimed. 

One other provision belongs in this second group. That is the 
provision, buttressing the surtax on corporate accumulations of 
earnings, which is now section 533(b) and was familiar as section 
102(b) of the 1939 Code. This subsection makes the fact that any 
corporation is a mere holding or investment company ‘‘ prima facie 
evidence of the purpose to avoid the income tax with respect to 
shareholders.’’ 

The final group of procedural provisions to be considered are 
those requiring the taxpayer to disprove some fact by a ‘‘clear 
preponderance of the evidence’’ as distinguished from a prepon- 
derance of the evidence. 

Such a requirement must be met in connection with the assump- 
tion of liabilities or the acquisition of property subject to liabilities 
in an exchange in connection with a corporate organization or re- 
organization. Section 357 of the Code, taken from section 112(k) 
of the 1939 Code, provides that such an assumption or acquisition 
shall not be treated as money received on the exchange by the 
obligor or transferor and does not require the exclusion of the 
transaction from the non-recognition provisions, unless it appears 
that the principal purpose of the obligor or transferor was one to 
avoid federal income tax or was not a bona fide business purpose. 
The procedural provision, also taken from the 1939 Code, is sec- 
tion 357(b)(2), which states that in any proceeding in which the 
burden is on the taxpayer to prove that such assumption or acqui- 
sition is not to be treated as money received on the exchange, ‘‘such 
burden shall not be considered as sustained unless the taxpayer 
sustains such burden by the clear preponderance of the evidence.’’ 

The same requirement as to the degree of proof by which the 
taxpayer must establish his case is contained in section 1551 of the 
Code, which is aimed at the device of the multiplication by a cor- 
poration of its $25,000 surtax exemption and $60,000 accumulated 
earnings exemption by transferring portions of its property to 
newly-created or inactive corporations. That section, which is taken 
from section 15(c) of the 1939 Code, denies such exemptions and 
credits to the transferee corporation ‘‘unless such transferee cor- 
poration shall establish by the clear preponderance of the evidence 
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ora- that the securing of such exemption or credit was not a major pur- 
(1) pose of such transfer.’’ 
tock While the various procedural provisions creating presumptions, 
tion rules of prima facie evidence, and rules as to the degree of proof 
acie vary as to terminology, they have one striking attribute in com- 
ned. mon. All of these devices are employed in situations in which one 
the of the essential facts upon which tax liability is based is the pur- 
3 of pose or state of mind of the taxpayer; the device relates to the 
‘lon proof of the existence of that state of mind.” It is also generally 
any true that these sections, involving a subjective element as a neces- 
ucle sary ingredient of tax liability, have been added to the Code to 
, to cope with particular problems of tax avoidance. 

The insertion of these procedural devices in the Code reflects 
are the attempt of Congress to cope with the fact that subjective tests 
2ar of taxability are unsatisfactory.” The Committee Reports, discus- 
on- sions on the floor of Congress, and the decisions are replete with 

statements that these provisions are intended to lighten the Gov- 
1p- ernment’s burden in cases involving these issues.*® 
les epee 
18 For example, it is quite clear that the ultimate test of liability for the corporate 
~ ple, q rp 
surtax on accumulated earnings is a subjective one. Helvering v. National Grocery Co., 
k) 304 U.S. 282, 289 (1938); United Business Corp. v. Comm’r, 62 F.2d 754, 755 (2d Cir. 
on 1933), cert. denied, 290 U.S. 635 (1933); World Pub. Co. v. United States, 169 F.2d 
he 186, 187 (10th Cir. 1948). Similarly, the ultimate criterion as to taxability of gifts in 
contemplation of death is the state of mind of the transferor. United States v. Wells, 
he 283 U.S. 102, 117-118 (1931). 
rs 14 This is clearly indicated by the types of transaction at which the various sections 
to are aimed and by the fact that in several of the sections the purpose to avoid taxes is 
| expressly stated to be an element of liability. See I.R.C. §§ 269, 357, 532, and 1551 
e. (1954). But ef. Allen v. Trust Company of Georgia, 326 U.S. 630 (1946). 
C- 15 This attitude on the part of Congress is repeatedly expressed in connection with the 
1e various enactments aimed at reaching tax-avoidance accumulations of corporate profits. 
i- See 56 Cona. Rec. 10429 (1918) ; 65 Cone. Rec. 7354-7355, 7360 (1924) ; H.R. Rep. No. 
| 2475, 74th Cong., 2d Sess. 5 (1936); H.R. Rep. No. 1860, 75th Cong., 3d Sess. 20-21, 
h 71-72 (1938); S.Rep. No. 1567, 75th Cong., 3d Sess. 4-5 (1938) ; 83 Cone. REc. 4928- 
Tr 4929, 4967 (1938). The same attitude toward the subjective basis of liability for estate 
9 taxes with respect to gifts in contemplation of death is stated in H.R. Rep. No. 1, 69th 
Cong., 1st Sess. 15 (1925), and H.R. Rep. No. 2319, 81st Cong., 2d Sess. 62-63 (1950). 
As to I.R.C. § 269(c) (1954), see H.R. Rep. No. 1337, 83d Cong., 2d Sess. 32 (1954) ; 
e S. Rep. No. 1622, 83d Cong., 2d Sess. 39 (1954). 
* 16 See, e.g., H.R. Rep. No. 1337, 83d Cong., 2d Sess. 32 (1954), in which it was stated 
as to section 269(c) of H.R. 8300, 83d Cong., 2d Sess. (1954), from which section 269(¢) 
1 of the 1954 Code was derived: ‘‘It is believed that the addition of this new provision 
) will strengthen existing law in an area that has presented a serious problem of tax avoid- 
ance.’’ See also S.Rep. No. 1567, 75th Cong., 3d Sess. 4-5 (1938); 83 Cone. Rec. 4967 
, (1938) ; United Business Corp. v. Comm’r, supra note 13. With respect to the increase 
l from two to three years of the period during which the contemplation of death pre- 


sumption is operative, under Sec. 501(a) of the Revenue Act of 1950, 64 Srar. 962, 
see H.R. Rep. No. 2319, 81st Cong., 2d Sess. 62-63 (1950). 
On the other hand, a different attitude is indicated by the changes made in the 1954 
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The continued efforts of Congress to reach tax-avoidance accu- 
mulations of corporate profits so as to frustrate avoidance of pay- 
ment of individual income tax are interesting as a sort of case 
history of the use of procedural devices. For in this area the legis- 
lators have tried out the whole gamut of such devices.” 

As a matter of basic principle, these procedural provisions 
should, of course, be given an effect which will enable them to per- 
form their intended function, namely, to weight the scales to some 
extent to the advantage of the Government in these areas, where 
tax enforcement is particularly difficult, and thus counterbalance 
the taxpayer’s advantage. These devices are all part of the law 
of trial procedure and evidence so that their normal functioning 
should affect the outcome of litigated tax cases. Their meaning 
therefore can be determined only in the framework of other perti- 
nent procedural rules and the allocation of the burden of proof in 
the absence of any special rules or ‘‘procedural devices.’’ An ex- 
amination of these provisions in this manner indicates that the 
legal effect of some of them is not what it seems to be. From the 
legislative history of the various sections, moreover, it does not ap- 
pear that Congress considered with any particularity how these 


Code to the presumption of the purpose to avoid income tax of shareholders based on 
unreasonable accumulation of earnings and profits under section 102(c) of the 1939 
Code. In the first place, the evidence required to rebut the presumption which formerly 
had been stated to be a ‘‘clear preponderance’’ of the evidence is now, under section 
533(a) of the 1954 Code, only a preponderance. In addition, a new section was added, 
section 534, which places the burden of proof of the fact of unreasonable accumulations, 
under certain conditions, upon the Commissioner in a Tax Court proceeding. The Com- 
mittee Report (H.R. Rep. No. 1337, 83d Cong., 2d Sess. 52 (1954)) as to section 534 
of the House bill (H.R. 8300, 83d Cong., 2d Sess. (1954)) which, in slightly amended 
form, was enacted as section 534 of the 1954 Code stated as the reason for the new 
provision: 

*¢ At the present time if the Commissioner proposes a deficiency on the ground that the 
taxpayer has accumulated earnings and profits in excess of the reasonable needs of the 
business, the taxpayer has the burden of proof as to the reasonableness of the 
accumulation. ... 

**Your committee believes that this imposition of the burden of proof on the taxpayer 
has several undesirable consequences. The poor record of the Government in the litigated 
eases in this area indicates that deficiencies have been asserted in many cases which were 
not adequately screened or analyzed.’’ 


This last statement is in marked contrast to earlier statements on the poor litigation 
record of the Government; these attributed this result to the inherent difficulty of col- 
lecting a tax based on the intent of the taxpayer. See note 15 supra. 

17 For the statutory history prior to the 1954 Code, see Chicago Stock Yards Co. v. 
Comm ’r, 129 F.2d 937, 945-946 (1st Cir. 1942), rev’d, 318 U.S. 693 (19438). See note 16 
supra for the further changes made by the 1954 Code. See also 7 MERTENS, FEDERAL 
INcoME TAXATION, §§ 39.28 and 39.29 (Zimet and Barton rev. ed. 1956). 
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procedural provisions should work in the light of the normal allo- 
cation of the burden of proof. In general, the legislative history of 
these sections consists of declarations of pious hope that the de- 
vices will somehow be helpful and of numerous statements which, 
taken literally, indicate a misunderstanding as to the normal allo- 
cation of the burden of proof,’* since they speak of shifting to the 
taxpayer a burden which the taxpayer already has. 

The difficulty is compounded by the nature of the devices them- 
selves. The terms employed as to prima facie evidence, presump- 
tions, and burden of proof are taken from the law of civil procedure 
and evidence and must therefore be interpreted in the light of the 
decisions and authorities in those fields. These devices are, how- 
ever, themselves fruitful sources of disagreement among courts 
and legal writers on those subjects.” These difficulties are well 
illustrated by the decision of the Supreme Court in Webre Steib 
Co. v. Commissioner,” involving the effect of a presumption #4 
whether a taxpayer seeking a refund of an invalidated sugar proc- 
essing tax had borne the burden of such a tax, in which Justice 
Jackson stated: *” 


The statute, unfortunately, is beset by the ambiguity and the imprecision 
of definition which are not uncommon with respect to presumptions. 


Guided by the Congressional intention to give these procedural 
provisions some effect, an answer to the question posed necessarily 
involves consideration of the ‘‘abstruse learning of ‘disappearing 
presumptions’ ’’** against the background of the situation as to 
burden of proof in a tax litigation where only normal procedural 
rules are operating. 


18 Committee Reports frequently assume that the Government has the burden of prov- 
ing the taxpayer’s liability in tax litigation or attribute to procedural devices the effect 
of shifting to the taxpayer an evidentiary burden which he has without such provision. 
See H.R. Rep. No. 1337, 83d Cong., 2d Sess. 32, A67 (1954); S. Rep. No. 1622, 83d 
Cong., 2d Sess. 39 (1954); H.R. Rep. No. 2319, 81st Cong., 2d Sess. 62-63 (1950) ; 
S. Rep. No. 1567, 75th Cong., 3d Sess. 5, 16 (1938); H.R. Rep. No. 2475, 74th Cong., 
2d Sess. 5 (1936). 

19 See MODEL CoDE OF EvIDENCE 306-312 (1942) ; McCormick, HANDBOOK OF THE LAW 
or EvIpDENCE § 308 (1954); Morgan, Some Observations Concerning Presumptions, 44 
Harv. L. Rev. 906 (1931). Professor Morgan in Presumptions, 12 WasH. L. REv. 255 
(1937), states: ‘‘Every writer of sufficient intelligence to appreciate the difficulties of 
the subject-matter has approached the topie of presumptions with a sense of hopelessness 
and has left it with a feeling of despair.’’ 

20 324 U.S. 164 (1945). 

21 Under the Revenue Act of 1936, Sec. 907, 49 Star. 1751. 

22 Webre Steib Co. v. Comm’r, 324 U.S. 164, 169 (1945). 

28 Jd. at 175 (dissenting opinion). 
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II 


All of the procedural devices under consideration relate to the 
proof of facts in a trial involving the issues to which the provisions 
relate. In order to determine their effect it is necessary to consider 
first the normal allocation of the burden of proof in tax litigation 
in the absence of any special procedural provision. 

The trial of these issues may, of course, take place in one of 
several courts, depending on the route chosen by the taxpayer. 
Whether the trial occurs in the Tax Court, or in the Court of 
Claims,” or in a federal district court (with or without a jury), 
the legal effect of these devices should be the same in the absence 
of any legislative indication to the contrary. Any such trial, what- 
ever the forum, is conducted as an adversary proceeding,” with its 
necessary concomitants as to burden of proof. Similarly, the dis- 
tinction, arising from the adversary nature of the proceeding, be- 
tween the functions of the judge and the trier of fact ** is also 
effective. The fact, moreover, that a large percentage of tax cases 
which reach trial are tried in the Tax Court does not change the 
nature of the problem.”® The Tax Court itself insists, with some 
asperity, on its character as a court exercising exclusively judicial 
functions rather than as an administrative agency: * 


24In a proceeding resulting from a deficiency determination, pursuant to I.R.C. 
§§ 6211-6216 (1954). 

25 In a suit to recover a tax paid, pursuant to 28 U.S.C. § 1491 (Supp. I, 1954). 

26 In a suit to recover a tax paid, pursuant to 28 U.S.C. § 1346 (Supp. ITI, 1956). 

27 As to the adversary nature of Tax Court proceedings, see Producers Crop Improve- 
ment Association, 7 T.C. 562, 565 (1946). A sampling of the Tax Court reports indicates 
that a major percentage of the cases are decided on the basis of the presumption of 
correctness of the Commissioner’s determination. See Marcosson, The Burden of Proof 
in Tax Cases, 29 TAXES 221 (1951). 

28 The term ‘‘trier of fact’’ includes a jury and a judge when he is trying an issue 
of fact which would be submitted to a jury in a jury trial. See Mopret CopE or Evt- 
DENCE rule 1(14) (1942); UNnirorM RULES or EvIDENCE rule 1(11) (1953). 

29 See I.R.C. § 7453 (1954). 

80 Fairmont Aluminum Co., 22 T.C. 1377, 1384-1385 (1954), aff’d, 222 F.2d 622 (4th 
Cir. 1955). The Board of Tax Appeals, predecessor to the Tax Court, was created by 
the Revenue Act of 1924 (Sec. 900, 43 Strat. 336). In setting up the Board, Congress 
rejected suggestions that it be a judicial body with its findings subject to review by ap- 
pellate courts. See 65 Cona. Reo. 2684 (1924). Under that Act, a taxpayer might, in 
the event of an unfavorable finding by the Board, pay the tax and bring a suit for re- 
fund of the tax in the Court of Claims or the federal district court. Similarly, in the 
event of a finding in favor of the taxpayer, the Commissioner might still bring an action 
in the courts to collect the tax (Revenue Act of 1924, Sec. 900(g), 43 Srat. 337). In any 
such subsequent judicial proceeding, the findings of the Board were to be prima facie 
evidence of the facts stated therein. Ibid. See H.R. Rep. No. 179, 68th Cong., Ist Sess. 
8 (1924). The 1924 Act did not limit the Board to the judicially approved rules of evi- 
dence but provided merely that ‘‘The proceedings of the board and its divisions shall 
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... Whatever label might be used to characterize this Court for various 
purposes, its proceedings are, and were intended by Congress to be, in every 
sense of the word, judicial. It is required by statute to act, and does act, 
solely in a judicial manner, and exercises only judicial power. We hear and 
decide only real controversies between adverse parties, following procedures 
that are inherently judicial. We make no independent investigation of the 
facts as do some agencies labeled ‘‘administrative’’ either upon our own 
motion or upon the motion of one of the parties; our findings of fact are 
based solely on evidence submitted to us by the parties in accordance with 
prescribed rules. We do not appear as parties in court to enforce our orders 
or the law as do so-called administrative agencies. Our findings of fact carry 
the same weight as those made by a District Court sitting without a jury. 
Our decisions are final and may be attacked, in the same manner as District 
Court decisions, only by appeal to a United States Court of Appeals. 


James Bradley Thayer in his treatise on evidence ** demon- 
strated that the phrase ‘‘burden of proof’’ was applied to two 
distinct evidentiary burdens: the burden of producing sufficient evi- 
dence on an issue of fact to entitle the party to have the issue de- 
cided by the trier of fact, and the burden of persuading the trier of 


be conducted in accordance with such rules of evidence and procedure as the board may 
prescribe.’’ (Revenue Act of 1924, Sec. 900(h), 43 Srat. 337). It is notable that Rule 
20 of the procedural rules of the Board under the 1924 Act specified that ‘‘upon hear- 
ings of appeals, the taxpayer shall open and close and the burden shall be upon him.’’ 
See Chicago Ry. Equipment Co. v. Blair, 20 F.2d 10, 11 (7th Cir. 1927); see also H.R. 
Rep. No. 1, 69th Cong., 1st Sess. 19 (1926). 

The Revenue Act of 1926 changed the function and status of the Board of Tax 
Appeals. Its findings henceforth were final determinations of tax liability, subject to 
judicial review by the United States Circuit Courts of Appeals. Revenue Act of 1926, 
See. 1000, 44 Star. 105-111, adding section 1001 to Title IX of the Revenue Act of 
1924; see H.R. Rep. No. 1, 69th Cong., 1st Sess. 19-20 (1926); S. Rep. No. 52, 69th 
Cong., Ist Sess. 36-37 (1926). Section 1000 of the 1926 Act, 44 Srar. 107, also added 
section 907(a) to Title IX of the 1924 Act, providing: ‘‘The proceedings of the Board 
and its divisions shall be conducted in accordance with such rules of practice and pro- 
cedure (other than rules of evidence) as the Board may prescribe and in accordance 
with the rules of evidence applicable in courts of equity of the District of Columbia.’’ 
This provision is, of course, the source of section 1111 of the 1939 Code and of section 
7453 of the 1954 Code. Senator George, discussing the provisions on the floor of the 
Senate, stated as to their purpose: ‘‘I may suggest that every reasonable effort has been 
made to bring this board out of the status of a mere administrative body into the status 
of a court....’’ 67 Cone. Rec. 3530 (1926). 

When the Revenue Bill of 1926 (H.R. 1, 69th Cong., 1st Sess. (1926)) was before 
Congress, a Senate amendment (No. 63) would have made the return of the taxpayer 
prima facie evidence of its correctness in proceedings before the Board of Tax Appeals. 
The amendment was, however, omitted by the conferees who stated in their Report: 
‘‘This provision, which apparently is intended to shift the burden of proof, in proceed- 
ings before the board, from the taxpayer to the commissioner, is omitted from the sec- 
tion as agreed to by the conferees. Under the existing law and under the bill as agreed 
to in conference the burden of proof in proceedings before the board is on the taxpayer.’’ 
H.R. Rep. No. 356, 69th Cong., 1st Sess. 39 (1926). 

31 THAYER, PRELIMINARY TREATISE ON EVIDENCE AT THE Common Law (1898). 
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fact.** In order to distinguish between the two, the first burden is 
called the burden of producing evidence,* or the burden of going 
forward with evidence,** while the second is often referred to, 
although largely by legal writers rather than courts, as the burden 
of persuasion.® That these two distinct burdens necessarily result 
from the functions of the judge and the trier of fact (even if the 
judge is also the trier of fact) in our adversary system of litigation 
has been succinctly stated in the following terms: *° 


At the trial stage the court knows the propositions of fact which are the 
subject of dispute. It knows nothing about the truth of any one of them. It 
has no independent means of investigation. The parties must supply the 
relevant factual data. For convenience assume the trial to be by jury, for 
the same principle is applicable whether the trier of fact be a jury or a 
judge in a jury-waived case or a judge sitting in equity. Under our system 
as it has existed since the middle of the eighteenth century, if the evidence 
is such that no reasonable trier of fact could fail to find a specified proposi- 
tion of fact to be true, that proposition must be taken by the jury to be true, 
and must be considered as a basis for a decision of the controversy. The 
trial judge must, therefore, determine as to each disputed proposition (1) 
which party will fail if evidence is not introduced sufficient in quantity and 
quality to justify a finding of the truth of the proposition and (2) which 
party will fail if at the close of the evidence the jury is unable to determine 
whether the proposition is true. In other words, the judge must decide 
which party must carry the risk of non-production of evidence sufficient to 
justify a jury in making a specified finding, and which party the risk of 
non-persuasion of the jury to make the finding. The former is usually called 
the burden of producing evidence and the latter the burden of persuasion. 
But very often the term burden of proof is used to describe either one of 
these risks or both of them combined. At times the meaning will be clear 
from the context; at other times, the result would be the same whether one 


82 THAYER, op. cit. supra note 31, at 353-364. See also 9 WIGMORE, EVIDENCE § 2487 
(3d ed. 1940) ; McCorMIcK, op. cit. supra note 19 §§ 306 and 307. For a cogent analysis 
of the relationship between the two burdens, see McNaughton, Burden of Production of 
Evidence: A Function of a Burden of Persuasion, 68 Harv. L. Rev. 1382 (1955). 

88 MopEL CopE or EVIDENCE rule 1(2) (1942); UNirorm RULES or EvIDENCE rule 1(5) 
(1953). This term will be used herein to refer to such evidentiary burden. 

384 THAYER, op. cit. supra note 31, at 355. 

35 See, e.g., MopEL CopE or EvIDENCE rule 1(3) (1942). In Unirorm Rutess or Evt- 
DENCE rule 1(4) (1953), on the other hand, this burden is called the ‘‘ burden of proof,’’ 
which is more in accordance with judicial usage. The term ‘‘ burden of persuasion’’ is 
used herein to refer to the risk of non-persuasion of the trier of fact, while the term 
‘*burden of proof’’ is used to refer to both burdens collectively or either burden indis- 
criminately or when referring to a source which uses that term. 

386] MorGAN, Basic PRoBLEMS OF EVIDENCE 18-19 (1954). See also Morgan, Tot v. 
United States: Constitutional Restrictions on Statutory Presumptions, 56 Harv. L. Rev. 
1324, 1328 (1943). In proceedings in the Tax Court, Rule 31(g) of its Rules of Practice 
relates to the burden of producing evidence, while Rule 32 relates to the burden of 
persuasion. 


a 
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= is or both of these risks is meant; at still other times the result seems to indi- 
bing eate a failure to discriminate. 

to, . . . If it be remembered that the allocation of these burdens is a neces- 

nn sary concomitant of our system of litigation, and that the allocation has no 
more effect as evidence than does the allocation of the burden of pleading, 

sult much confusion of thought will be avoided. 

im Where the burden of producing evidence, which one of the par- 
ties must have at the outset, has been satisfied by the production of 
legally sufficient evidence, this does not shift that burden to the 

the other party. If the party whose burden of producing evidence has 

1. It been satisfied also has the burden of persuasion, the opponent may 

i rest his case and still prevail if the trier of fact is not persuaded 

oa by the evidence which has been produced. If, on the other hand, the 

‘aan evidence produced is so strong as to require a finding for the party 

nee originally having the burden of producing evidence, that burden is 

Osi- shifted to the opponent.** The burden of persuasion, on the other 

rue, hand, does not operate at all during the production of evidence, 

oy but only comes into play when the evidence is being weighed by 
aa the trier of fact.** 

Sch In a tax litigation, regardless of forum, the taxpayer normally 

ine has the initial burden of producing evidence by virtue of the pre- 

ide sumption of correctness of the Commissioner’s determination.” It 
to is well established, however, that this presumption is merely a for- 

4 mula for requiring the taxpayer to present legally sufficient evi- 

a dence negating the Commissioner’s determination,*° which covers 

of each essential element of non-liability ** and is not itself capable of 
ar destructive analysis.” 

- When legally sufficient evidence has been introduced contrary to 

_ the Commissioner’s determination and both sides have rested their 


cases, the issue must then be decided by the trier on the basis of the 
of evidence, without regard to the presumption of correctness. But it 
is at this point that the further burden of persuasion comes into 


5) 
37 See McCorMICK, op. cit. supra note 19, at 637-638. 
38 Td. at 639. 
i 39 Welch v. Helvering, 290 U.S. 111, 115 (1933); Helvering v. Talbott’s Estate, 116 
: F.2d 160 (4th Cir. 1940) ; Kentucky Trust Co. v. Glenn, 217 F.2d 462, 465-466 (6th Cir. 
= 1954); Wiget v. Becker, 84 F.2d 706, 707-708 (8th Cir. 1936); J. M. Perry & Co. v. 
me Comm’r, 120 F.2d 123, 124 (9th Cir. 1941). 
<a 40 See authorities cited in note 39 supra. In Wiget v. Becker, note 39 supra, at 708, 
the Court stated: ‘‘The presumption of correctness is in the class of the ‘burden of 
v. proof presumption.’ ’’ Cf. Rice, Tax, Fact and Fiction: Presumptions in Tax Cases, 
v. 18.D. L. Rev. 56 (1956). 
be 41 San Joaquin Brick Co. v. Comm’r, 130 F.2d 220, 225 (9th Cir. 1942). 
of 42 Manchester Board & Paper Co. v. Comm’r, 89 F.2d 315 (4th Cir. 1937) ; Lunsford 


v. Comm’r, 62 F.2d 740, 742 (6th Cir. 1933) (dietum). 














332 TAX LAW REVIEW [Vol. 12: 


play. It is the taxpayer again who has this burden which entails 
the production of a preponderance of the evidence.** 

It should be noted that the taxpayer’s burden of persuasion un- 
der all of the sections with which we are concerned is similar in one 
respect. All of the sections embodying the procedural provisions 
considered in this article involve the same type of issue, namely, 
proof of the negative of some proposition, e.g., that a certain acqui- 
sition of corporate control was not made for the principal purpose 
of evasion or avoidance of federal income tax; that a certain cor- 
poration was not a collapsible corporation; that a certain transfer 
was not made in contemplation of death; or that a certain trustee 
was not subservient to the grantor. 

Where the issue is the amount to be included in gross income “ 
or the amount of a deduction,* other rules as to what the taxpayer 


43 Courts frequently mention the burden of proof without distinguishing between the 
two distinct evidentiary burdens which are involved. Frequently, there is no need for 
precision on this point, as where the same party bears both burdens; this is the situa- 
tion in the usual tax case. A distinction between the two burdens is, however, required 
where the party having the burden of producing evidence has not only satisfied it but 
shifted the burden to the other party, or where the mind of the trier of fact is in equi- 
librium. See Uncasville Mfg. Co. v. Comm’r, 55 F.2d 893, 898 (2d Cir. 1932), cert. de- 
nied, 286 U.S. 545 (1932); Long Island Drug Co. v. Comm’r, 111 F.2d 593 (2d Cir. 
1940), cert. denied, 311 U.S. 680 (1940) ; Dayton Co. v. Comm’r, 90 F.2d 767, 772 (8th 
Cir. 1937); Lawrence v. Comm’r, 143 F.2d 456 (9th Cir. 1944); Orvis v. Higgins, 80 
F.Supp. 64, 67 (S.D.N.Y. 1948). The taxpayer’s burden of persuasion is discharged if 
there is a preponderance of evidence in his favor. Burnet v. Niagara Falls Brewing Co., 
282 U.S. 648, 654 (1931); Oliver v. Bell, 103 F.2d 760 (3d Cir. 1939); State Line & 
Sullivan R. Co. v. Phillips, 98 F.2d 651, 653 (3d Cir. 1938), cert. denied, 305 U.S. 635 
(1938) ; Chicago Ry. Equipment Co. v. Blair, 20 F.2d 10, 12 (7th Cir. 1927); Smails v. 
O’Malley, 127 F.2d 410 (8th Cir. 1942). It has been indicated that income tax Regula- 
tions which are issued with respect to statutory provisions repeatedly reenacted may 
determine the duty of the taxpayer as to proof of a fact in issue. R. J. Durkee, 8 CCH 
T.C. Mem. Dec. 701, 703-704 (1949), aff’d per curiam, 181 F.2d 189 (6th Cir. 1950) 
(alternative ground of decision). 

44In Helvering v. Taylor, 293 U.S. 507 (1935), the Supreme Court held that in a 
proceeding before the Board of Tax Appeals where the taxpayer is resisting an assess- 
ment of tax, as distinguished from a suit by the taxpayer to recover a tax paid, if the 
issue is the amount of income derived from a transaction, the taxpayer need only show 
the Commissioner’s determination to be arbitrary and excessive and need not show the 
correct amount of his gross income. It has been held, however, that where, in a Tax 
Court proceeding, the Commissioner has introduced evidence from which the correctness 
of the assessment can be sustained, the taxpayer must then prove the amount includible 
in gross income in order to prevail. R. J. Durkee, supra note 43. 

45 Where the issue is the amount of a deduction, the taxpayer has the burden of prov- 
ing not only that the Commissioner’s action is erroneous but also the amount of the 
deduction to which he is entitled. In this respect the taxpayer’s burden is the same 
whether he is resisting an assessment in the Tax Court or claiming a refund in an action. 
Burnet v. Houston, 283 U.S. 223, 227-228 (1931); Helvering v. Taylor, supra note 44, 
at 514 (dictum) ; Stock Yards Nat. Bank v. Comm’r, 153 F.2d 708, 710 (8th Cir. 1946) ; 
Bank of America Nat. T. & Sav. Ass’n v. Comm’r, 126 F.2d 48, 51 (9th Cir. 1942) ; 
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must prove are operative, since the question is how much the tax 
liability is rather than whether the taxpayer is liable. 

To the general rule that both burdens on the issue of tax liability 
are on the taxpayer, there are relatively rare exceptions where the 
burden of proof is imposed on the Government, such as where the 
taxpayer’s liability is asserted for the first time in the Govern- 
ment’s answer.* In such a situation there is no presumption of cor- 
rectness of the Commissioner’s determination,*’ and hence the Gov- 
ernment has both the burden of producing evidence and the burden 
of persuasion. Since this is the exceptional case, however, Congress 
in incorporating the various procedural provisions into the Code 
must be considered as having contemplated the situation in which 
both burdens rest with the taxpayer. 

Such, then, is the normal situation as to burden of proof and its 


ef. Cohan v. Comm’r, 39 F.2d 540, 543-544 (2d Cir. 1930); Ohio Valley Rock Asphalt 
Co. v. Helvering, 95 F.2d 87, 90 (D.C. Cir. 1937). The taxpayer has the same burden 
where he claims an exclusion rather than a deduction. Comm’r v. Disston, 325 U.S. 442, 
449 (1945); Kniep v. Comm’r, 172 F.2d 755, 758 (8th Cir. 1949). A type of case in 
which the taxpayer has a particularly heavy burden is one in which the amount of an 
item is left to the discretion of the Commissioner, such as the deduction for an addition 
to a reserve for bad debts. I.R.C. § 166(c) (1954). In such a case the taxpayer must 
prove an abuse of discretion on the part of the Commissioner in order to prevail. 
Maverick-Clarke Litho Co. v. Comm’r, 180 F.2d 587, 592 (5th Cir. 1950); Wilson v. 
Comm’r, 76 F.2d 476 (10th Cir. 1935); Swift Mfg. Co. v. United States, 81 Ct.Cl. 932, 
12 F.Supp. 453 (1935); Art Metal Const. Co. v. United States, 84 Ct.Cl. 312, 329, 17 
F.Supp. 854, 862-863 (1937). 

46 See T.C. Rule 32. The cases hold that the Government has the burden of proof as 
to matter pleaded which constitutes a new basis of liability, e.g., where the original 
assessment relied only on the provisions of the estate tax relating to the inclusion in the 
gross estate of jointly-held property, but the Commissioner’s answer in the Tax Court 
alleges that the property was transferred in contemplation of death. Estate of Nathalie 
Koussevitzky, 5 T.C. 650, 662 (1945). See also Continental Illinois Nat. B. & T. Co. v. 
United States, 84 Ct.Cl. 405, 18 F.Supp. 229 (1937) ; Schilling Grain Co., 8 B.T.A. 1048 
(1927). But the Government does not have the burden of proof as to matter which merely 
constitutes a new reason for supporting the original assessment. Alexander Sprunt & Son, 
Ine. v. Comm’r, 64 F.2d 424 (4th Cir. 1933); Beaumont v. Helvering, 73 F.2d 110 (D.C. 
Cir. 1934), cert. denied, 294 U.S. 715 (1935) (alternative ground of decision). But cf. 
MeMurtry v. Comm’r, 203 F.2d 659, 665-666 (1st Cir. 1953) (dictum). It has been held 
that the burden of proof shifts to the Commissioner in a proceeding in the Tax Court 
where the Commissioner abandons and repudiates his original notices of deficiency as to 
various amounts involved, thereby indicating that such notices were arbitrary and exces- 
sive. Tex-Penn Oil Co. v. Comm’r, 83 F.2d 518, 524 (3d Cir. 1936), aff’d, 300 U.S. 481 
(1937). Another situation in which the Government has the burden of proof on the issue 
of tax liability is that in which the Government brings an action to recover an erroneous 
refund of tax. United States v. Wood, 79 F.2d 286 (3d Cir. 1935), cert. denied, 296 U.S. 
643 (1935) ; Omaha Baum Iron Store, Ine. v. United States, 80 Ct.Cl. 67, 8 F.Supp. 703 
(1934) (dictum). 

47 Cory v. Comm’r, 126 F.2d 689, 694 (3d Cir. 1942), cert. denied, 317 U.S. 642 
(1942) ; Dill Manufacturing Co., 39 B.T.A. 1023, 1031 (1939); C. A. Ries, 1 T.C. 9, 13 
(1942). . 











334 TAX LAW REVIEW [Vol. 12: 


allocation on a trial involving an issue of fact as to tax liability, in- 
cluding, in the absence of special procedural provisions, an issue of 
the applicability of those sections containing such provisions. It 
remains to be seen how such provisions affect this normal proce- 
dural situation. 


iil 


We have stated at the outset, without discussion or attempt at 
definition, that some of the provisions we are considering create 
presumptions; ** that others state a rule that a certain fact or group 
of facts shall be taken as prima facie evidence of some other fact; *° 
while still others require the taxpayer to discharge his burden of 
proof by more than a mere preponderance of the evidence.” 

The last group, which increases the degree of proof of the tax- 
payer having the burden of proof, is a relatively simple device, and 
its effect may be stated briefly. The difference between the usual 
requirement of a preponderance of the evidence and the require- 
ment of a clear preponderance may be stated to be the difference 
between believing that the truth of a proposition is more probable 
than its falsity and believing that its truth is much more probable 
than its falsity.*' These provisions are, then, a legally effective 
means of strengthening the Government’s position in situations in 
which the taxpayer’s state of mind is an essential element in deter- 
mination of taxability. By means of these provisions the Code in- 
creases the usual burden of persuasion of the taxpayer by increas- 
ing the degree of persuasiveness of the evidence required to avoid 
taxability.®** One may question the psychological validity of such 
distinctions as to the degree of proof, but they are nonetheless 
deeply rooted. 

The two remaining procedural devices, those creating presump- 
tions and rules of prima facie evidence, can be considered together 
and their effect compared. It is useful to consider first those which 
we have designated as creating presumptions. 


48 T.R.C. §§ 341(c), 672(c), 533(a), and 2035(b) (1954). 

49 T.R.C. §§ 269(¢) and 533(b) (1954). 

50 I.R.C. §§ 357(¢) and 1551 (1954). 

51 See Morgan, Instructing the Jury Upon Presumptions and Burden of Proof, 47 
Harv. L. Rev. 59, 67 (1933) ; Chicago Stock Yards Co., 41 B.T.A. 590, 626 n.1 (1940) 
(dissenting opinion), rev’d, 129 F.2d 937 (1st Cir. 1942), rev’d, 318 U.S. 693 (1943). 

52 In connection with several of the procedural provisions in the 1954 Code, a require- 
ment of proof on the part of the taxpayer by a ‘‘clear preponderance’’ of the evidence 
contained in the House bill (H.R. 8300, 83d Cong., 2d Sess. (1954)) was watered down 
by a Senate amendment and in this weaker form became part of the Code. One such 
instance is section 269(c) of the Code relating to certain corporate acquisitions with 
intent of avoidance or evasion of income tax. 
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The sections creating presumptions are similar, for they require 
that a certain finding of fact must be made if another fact or group 
of facts is established, unless the taxpayer disproves the existence 
of such presumed fact. Although the term ‘‘presumption’’ does not 
have a uniformly accepted meaning, its use to designate such a pro- 
visional assumption of the existence of one fact which the deci- 
sional or statutory law requires the trier of fact to make on account 
of the existence of another fact, standing alone, is in accordance 
with the view generally adopted by courts and legal writers.** In 
any event, this definition does serve to designate one group of sim- 
ilar procedural provisions appearing in the diverse sections of the 
Code referred to above. For convenience, and in accordance with 
the usage of legal writers,** the fact, or group of facts, the estab- 
lishment of which gives rise to the presumption, may be called the 
basic fact, while the fact which the trier is required to assume may 
be called the presumed fact. 

The distinction between a statutory provision creating a techni- 
cal presumption, so defined, and one creating a rule of prima facie 
evidence is that in the latter instance the statute provides for a 
permissive rather than a compelled inference from a given state of 
facts once established. Thus, where a rule of prima facie evidence 
is operative, the existence of the further fact when the basic fact 
has been established is a question for the trier of fact, but where a 
presumption is operative this is not the case. As we have noted 


above, two of the procedural provisions we are considering come 


within this category of permissive inference created by legislative 
sanction. Such rules are sometimes referred to as creating pre- 


53 See, e.g., Webre Steib Co. v. Comm’r, supra note 22; MopEL CopE or EvIDENCE rule 
701(2) (1942); Unirorm Rutes or EvipENCE rule 13 (1953); THAYER, op. cit. supra 
note 31, at 317, 321, 326; 9 WicMorE, op. cit. supra note 32, §§ 2490 and 2491; McBaine, 
Presumptions; Are They Evidence?, 26 Cauir. L. REv. 519, 530 (1938) ; Morgan, Some 
Observations Concerning Presumptions, 44 Harv. L. Rev. 906 (1931); Morgan, The 
Law of Evidence 1941-1945, 59 Harv. L. Rev. 481, 495-496 (1946). Some authorities 
favor a broader use of the term. Professor McCormick would use the term ‘‘presump- 
tion’’ to deseribe rules providing that when a given state of facts is established the 
trier may, but need not, find a further state of facts; he would distinguish the two 
types of rules as ‘‘permissive presumptions’’ and ‘‘mandatory presumptions.’’ See 
McCormick, op. cit. supra note 19 § 308. A presumption in the narrower sense used 
herein is sometimes referred to as a ‘‘technical presumption.’’ See Perry v. Boston Ele- 
vated Ry. Co., 322 Mass. 206, 209, 76 N.E.2d 653, 655 (1948). 

54 See MopEL CopE oF EVIDENCE rule 701 (1942); Morgan, Some Observations Con- 
cerning Presumptions, 44 Harv. L. Rev. 907 (1931). 

55 Webre Steib Co. v. Comm’r, supra note 22; MopEL CopE or EvIDENCE 307-308 
(1942) ; McCorMIOK, op. cit. supra note 19 § 308; Morgan, Some Observations Concern- 
ing Presumptions, 44 Harv. L. Rev. 906 n.1 (1931). 
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sumptions.*® We shall, however, use the term in its narrower sense. 
The normal function of this type of rule and that of a technical pre- 
sumption is different, and the difference is relevant in the present 
context, so that the question of definition is more than one of 
nomenclature. 

Also to be distinguished from technical presumptions are so- 
called presumptions of fact. These refer to certain recurring fact- 
patterns which, as a matter of normal experience, give rise to a 
reasonable inference of another state of facts.** In this category, 
for example, is the presumption of continued possession ** as to 
which it was recently stated : 


... The presumption is thus no more than a common-sense inference, as 
strong or as weak as the nature of the surrounding circumstances permits. 


Such presumptions of fact differ also from statutory rules creating 
permissive inferences, in that the latter are legislatively created 
and, if constitutionally valid, are binding on a judge even though, 
independently, he would not have permitted the trier to make the 
inference provided for by the statute.” 

A final class of rules to be distinguished from a technical pre- 
sumption is a so-called irrebuttable presumption, which is not a 
procedural rule at all but merely a method of stating a rule of sub- 
stantive law.*' A presumption as a procedural rule involves not 
only a compelled inference from a basic fact but also the possi- 
bility of rebutting the inference by the introduction of evidence 
contrary to the presumed fact. 


56 See note 53 supra. 

57 In 9 WIGMORE, op. cit. supra note 32, at 288, the author states: ‘‘The distinction 
between presumptions ‘of law’ and presumptions ‘of fact’ is in truth the difference be- 
tween things that are in reality presumptions ... and things that are not presumptions 
at all.’’ He points out that the term ‘‘presumption’’ was originally used as an equiva- 
lent of ‘‘inference,’’ as in CoKE’s ‘‘ ‘presumptions whereof, there be three sorts, viz., 
violent, probable, and light or temerary’....’’ Id. at 281 n.4. See also MopEL CoDE or 
EvIDENCE 306-307 (1942) ; McBaine, supra note 53, at 535. 

58 See Maggio v. Zeitz, 333 U.S. 56, 64-67 (1948); United States v. Patterson, 219 
F.2d 659 (2d Cir. 1955). 

59 United States v. Patterson, supra note 58, at 661. 

60 Luria v. United States, 231 U.S. 9, 27 (1913); Mopret Copr or EvipENcE 307-308 
(1942) ; Morgan, supra note 36, at 1324-1325. 

61 MopEL CopDE OF EVIDENCE 306 (1942); 9 WicMorE, op. cit. supra note 32 § 2492; 
McBaine, supra note 53, at 528 n.24; cf. UNIFORM RULES OF EVIDENCE rule 14 (1953). 
An example of such an irrebuttable presumption in the 1954 Code is section 341(b) (2) 
providing in connection with the definition of a collapsible corporation that under cer- 
tain conditions ‘‘a corporation shall be deemed to have manufactured, constructed, pro- 
duced or purchased property.’’ See also Heiner v. Donnan, 285 U.S. 312 (1952), in 
which a conclusive presumption of contemplation of death was held unconstitutional. 
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IV 

All of the presumptions created by the Code have a common char- 
acteristic: they all operate against the taxpayer and are presump- 
tions of a state of mind or of facts implying a state of mind, which 
is an essential element in determination of liability. This, of course, 
is in accordance with the legislative purpose of strengthening the 
Government’s hand. As we have seen, however, the taxpayer also 
has, as a matter of normal procedure, both the burden of producing 
evidence and the burden of persuasion as to these facts. In other 
words, he must, without the operation of these presumption provi- 
sions, show the contrary of the presumed fact in all cases.® Since 
the taxpayer has both burdens, it may be stated that the assump- 
tions of fact which the presumption provisions require when opera- 
tive are made in any event. 

This brings us to the crucial question whether the presumption 
provisions, as compelled assumptions by the trier, have any role in 
the trial. Quite a number of aspects of the problem we are consider- 
ing were dealt with in the opinion of the Supreme Court in the case 
of Webre Steib Co. v. Commissioner. This was a proceeding be- 
fore the Processing Tax Board of Review to recover sugar process- 


62 Section 534 of the 1954 Code, under certain conditions, places the burden of proof 
(apparently both the burden of producing evidence and the burden of persuasion) upon 
the Commissioner on the issue of the existence of accumulations beyond the reasonable 
needs of the business in a Tax Court case involving the surtax on corporate accumula- 
tions under section 531. The Committee Report of the House Ways and Means Committee 
states that the purpose of the new section is to change existing law under which the tax- 
payer has the burden of disproving the existence of unreasonable accumulations. See 
H.R. Rep. No. 1337, 83d Cong., 2d Sess. 52 (1954); see also S. Rep. No. 1622, 83d 
Cong., 2d Sess. 315 (1954). This underlying assumption as to existing law seems to the 
writer to be incorrect. Under section 532 the ultimate fact upon which liability depends 
is the corporation’s purpose to avoid shareholder income tax. Helvering v. National 
Grocery Co., supra note 13; United Business Corp. v. Comm’r, supra note 13; World 
Pub. Co. v. United States, supra note 13. It is as to the existence of this purpose, which 
is the presumed fact in the statutory presumption, that the taxpayer has the burden of 
persuasion as well as the burden of producing evidence. The existence of accumulations 
of earnings and profits beyond the reasonable needs of the business is only the basic fact 
of the presumption, inserted into the Code to aid the Government in a case in which the 
existence of the proscribed purpose is in issue. If the existence of unreasonable accumu- 
lations is in issue, there seems to be no reason in principle to impose the burden of per- 
suasion on this issue on the taxpayer, since the existence of such accumulations does not 
itself result in taxability. See Gus Blass Co., 9 T.C. 15 (1947), appeal dismissed, 168 
F.2d 833 (8th Cir. 1948); cf. United States v. R. C. Tway Coal Sales Co., 75 F.2d 336, 
337 (6th Cir. 1935) (dictum) ; Jones v. Koma, Inc., 218 F.2d 530, 531 (10th Cir. 1955) 
(dictum). It would seem that since the Government has the benefit of the presumption, 
it should have the burden of persuasion as to the basic fact where it is in issue. Sce 
7 MERTENS, op. cit. supra note 17 § 39.29. 

63 324 U.S. 164 (1945). 
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ing tax paid under the Agricultural Adjustment Act of 1933.°* The 
tax had been declared unconstitutional,® and the Revenue Act of 
1936 contained provisions permitting recovery of tax paid by a 
processor to the extent that he had borne the burden of the tax and 
not passed it on to others. 

The statute contained a procedural device as an aid in determin- 
ing whether a taxpayer had borne the burden of this tax, based on 
a comparison of the claimant’s profit margin during the tax period 
and during a base period.” It was provided that if the margins for 
the tax period were lower than those for the base period, this was 
‘*prima facie evidence’’ that to that extent the claimant had borne 
the burden of the tax; but if such margins were not lower, this was 
‘*prima facie evidence’’ that none of the tax was borne by the 
claimant. But this ‘‘presumption’’ could be rebutted by either the 
claimant or the Government by proof of the actual extent to which 
the claimant shifted the burden of the tax to others. In this case 
the taxpayer, who had both the burden of producing evidence and 
the burden of persuasion, established upon the trial that its mar- 
gins were lower during the tax period, thus giving rise to the statu- 
tory inference in its favor. The Government, on the other hand, in- 
troduced some evidence from which it could be inferred that the 
claimant had passed along the burden of the tax. 

The Supreme Court first considered whether the statute created 
a presumption, which it defined as a provision calling for a com- 
pelled rather than a permissive inference by the trier. The statute 
was ambiguous in this respect since it contained both the words 
‘prima facie evidence’’ and the term ‘‘presumption’’ to designate 
the particular procedural device. After deciding that the intent of 
Congress was to create a presumption or compelled inference upon 
the basis of the margin evidence, the Court then addressed itself to 
the amount of evidence required to rebut this presumption. The 
Court expressly declined to adopt the broad view that a presump- 
tion never shifts the burden of persuasion, but it held that ‘‘deal- 
ing only with the particular presumption now before us,’’” the 
presumption was given adequate effect by construing it as shifting 
the burden of producing evidence. 


64 48 Srat. 35, as amended, 7 U.S.C. § 609 (1952). 

65 United States v. Butler, 297 U.S. 1 (1936). 

66 Revenue Act of 1936, Secs. 901-917, 49 Start. 1747. 
67 Revenue Act of 1936, Sec. 907, 49 Star. 1751. 

68 Revenue Act of 1936, Sec. 907(a), 49 Stat. 1751. 
69 Revenue Act of 1936, Sec. 907(e), 49 Stat. 1752. 
70 Webre Steib Co. v. Comm’r supra note 22, at 170. 
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In this case the margin evidence was in favor of the taxpayer, 
who had both burdens, so that the presumption operated to shift 
the burden of producing evidence to the Government. In this re- 
spect it was unlike the presumptions we are considering which op- 
erate only against the taxpayer.” The Court noted, however, the 
problem of statutory construction presented where a presumption 
operates against a party having the evidentiary burden which is 
affected by the presumption, in the following terms: ™ 


When the margins are unfavorable to the taxpayer and favorable to the 
Commissioner, it is unnecessary, of course, to place a burden of going for- 
ward with evidence on the claimant, for he has that burden anyway, as well 
as the burden of proof. Whether this means that the statute’s language mak- 
ing the presumption operates in favor of the Commissioner is superfiuous, 
or that in such a case the presumption must be given a different effect than 
when in favor of the claimant, we do not now decide. 


Thus we shall attempt to furnish the answer to the question re- 
ferred to but not decided by the Supreme Court in the Webre Steib 
case. The Regulations promulgated under the various presumption 
provisions do not attempt to deal precisely with this question. Usu- 
ally they merely repeat the language of the statute.”* The Regula- 
tions under section 102 of the 1939 Code ™ indicated that the proce- 
dural provisions in that section should add somehow to the tax- 
payer’s normal evidentiary burdens, but they did not specify how 
they operated in view of the taxpayer’s burden of proof. They 
stated merely that the prima facie evidence provision added ‘‘fur- 
ther weight’’ to the Commissioner’s determination and that in 
the case of the presumption based on unreasonable accumulations, 
which under the 1939 Code required disproof of the presumed fact 


71In view of the stated purpose of Congress in enacting the procedural provisions 
(see note 16 supra), the absence of facts giving rise to a statutory presumption in favor 
of the Government should not be the basis for a contrary presumption in favor of the 
taxpayer. This conclusion is somewhat beclouded by the express provision in section 
341(c) of the 1954 Code to the effect that the absence of the conditions on which the 
collapsible corporation presumption is based shall not give rise to a presumption that the 
corporation was not a collapsible corporation. Since no such provision is contained in 
the other sections creating statutory presumptions, there is room for the inference that 
a contrary presumption is intended. The question does not arise as to the presumption of 
contemplation of death under section 2035(b), since that subsection provides that a gift 
made outside the period of time on which the presumption is based, is not as a matter 
of law taxable as a gift in contemplation of death. 

72 Webre Steib Co. v. Comm’r, supra note 22, at 171. 

73 See Proposed Reg. Sec. 20.2035-1(d) (1956), 21 Fep. Rea. 7872 (1956) (presump- 
tion of contemplation of death); Reg. Sec. 1.341-3 (1956) (presumption of collapsi- 
bility) ; Reg. Sec. 1.672(c)-1 (1956) (presumption of subserviency). 

74 Reg. 118, Sec. 39.102-2(b). The degree of proof required has been reduced in the 
1954 Code by the deletion of the word ‘‘clear.’’ See I.R.C. § 533(a) (1954). 
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by a ‘‘clear preponderance,’’” the Commissioner’s determination 
was entitled to ‘‘still more weight.’’ 

Similarly, as we shall see, the decisions under the tax laws prior 
to the 1954 Code do not assign any distinctive function to statutory 
presumptions, if consideration is given to the taxpayer’s normal 
evidentiary burdens. We are, therefore, obliged to seek the answer 
to our problem in the fields of evidence and procedure. 


75 ILR.C. § 102(c) (1939). 
76 But cf. note 62 supra. 
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Notes 


Personal Liability of Corporate Officers for Unpaid Withheld or Col- 
lected Taxes. The Internal Revenue Service has intensified its efforts to 
control the problem of delinquencies in paying over income and social secu- 
rity taxes withheld from employees and excise taxes collected from cus- 
tomers. To discourage such delinquencies, the penalty for failure to make 
the required monthly deposit of withheld and collected taxes is being rigidly 
enforced.” To terminate existing delinquencies,* District Directors are pur- 
suing a more prompt and stricter collection policy. These collection proce- 
dures include invoking section 6672 of the 1954 Code to reach into the 
private purses of present and past corporate officers for an amount equal 
to 100 per cent of the delinquent taxes.* 

Section 6672 provides: 


Any person required to collect, truthfully account for, and pay over any 
tax imposed by this title who willfully fails to collect such tax, or truthfully 
account for and pay over such tax, or willfully attempts in any manner to 
evade or defeat any such tax or the payment thereof, shall, in addition to 
other penalties provided by law, be liable to a penalty equal to the total 
amount of the tax evaded, or not collected, or not accounted for and paid 
over. No penalty shall be imposed under section 6653 for any offense to 
which this section is applicable.® 


The term ‘‘person’’ as used in the section above quoted ‘‘includes an offi- 
cer or employer of a corporation, or a member or employee of a partnership, 
who as such officer, employee, or member is under a duty to perform the act 
in respect of which the violation occurs.’’ ® 


1I.R.C. §§ 3102, 3202, 3402, 4000 et seg. (1954). While this article deals primarily 
with taxes withheld from wages or collected from customers, the discussion is also appli- 
cable to income taxes withheld from non-resident aliens, foreign corporations, and tax- 
free covenant bonds (I.R.C. §§ 1441 et seq.). 

2 Taxes in excess of $100 deducted from wages during the first two months of any 
calendar quarter are required to be deposited by the 15th of the following month in an 
authorized depository bank. Excise taxes collected within the first two months of each 
calendar quarter and exceeding $100 must be deposited in an authorized bank by the 
last day of the following month. Section 6656 (1954) imposes a penalty of one per cent 
per month or fraction of month for which such moneys remain undeposited. The penalty 
does not accumulate in excess of six per cent and is not applied to any period beyond the 
due date of the return. 

3Qn May 23, 1955 the N.Y. World Telegram, p. 1, col. 1, reported that delinquent 
payroll taxes alone exceeded $280,000,000. 

4 An alternate remedy is available to the Commissioner under section 7501(a) (1954) 
which declares withheld and collected taxes to be a ‘‘ special fund in trust for the United 
States.’’ Collecting from the officer under this section would impose on the Commissioner 
all the technical problems of tracing the trust funds into the hands of the officer. Section 
7501(b) incorporates by reference section 6672 as the civil penalty for violation of the 
trust. 

5 Emphasis added. 

6 I.R.C. § 6671(b) (1954). 
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The liability under section 6672 of the officer who willfully attempts to 
evade or defeat the collection or payment of taxes requires no elaborate 
discussion. However, in the typical situation, which this article explores, the 
Commissioner would assert the penalty against an officer who, without 
wrongful intention, has used the limited funds of his financially embar- 
rassed corporation for the payment of current operating expenses in prefer- 
ence to payment of withheld and collected taxes. Can it be said that such 
officer has willfully failed to pay over the taxes so as to subject himself to 
personal liability for the section 6672 penalty? The Commissioner’s answer 
stated in Revenue Ruling 54-1587 is an emphatic yes. 


DEFINITION OF ‘‘ WILLFULLY’’ 


The essence of the officer’s personal liability under section 6672 is that he 
willfully caused the corporation’s delinquency. Liability, therefore, depends 
on both the definition of ‘‘willfully’’ as used in this section and its proof. 

‘‘Willfully’’ is ‘‘a word of many meanings, its construction often being 
influenced by its context.’’ ® Section 6672 is too recent to be the subject of 
any reported cases. Prior pronouncements of courts are, therefore, at best 
only guides to the precise definition which eventually will be given to the 
term as used in section 6672. However, the section is substantially similar 
to section 2707(a) of the 1939 Code.® It was under this earlier Code section 
that the Commissioner issued Revenue Ruling 54-158. The few court deci- 
sions involving section 2707(a), discussed below, will undoubtedly receive 
close attention from the courts in any future section 6672 penalty case. 

Penalty statutes employing the word willfully to define prohibited con- 
duct are either criminal or civil in character. The courts in dealing with 
criminal statutes before characterizing an act as willfully done have required 
proof of evil purpose, base motive, capriciousness, or absence of reasonable 
cause in the conduct complained of.!° In revenue statutes defining a crime, 
the term willfully includes ‘‘some element of evil motive and want of justi- 
fication in view of all the financial circumstances of the taxpayer.’’ 1 


7 1954-1 Cum. BuLL. 247. 

8 Spies v. United States, 317 U.S. 492, 497 (1943). 

9 The Senate Committee Report on section 6672 states: ‘‘This section is similar to cer- 
tain sections of existing law which prescribe a penalty equal to the total amount of tax 
evaded, not collected, or not accounted for and paid over, in the case of willful failure to 
collect, or to truthfully account for and pay over, any tax imposed by this title, or willful 
attempt in any manner to evade or defeat such tax. However, the application of this pen- 
alty is limited only to the collected or withheld taxes which are imposed on some person 
other than the person who is required to collect account for and pay over, the tax... .’’ 
S. Rep. No. 1622, 83d Cong., 2d Sess. 596 (1954). Section 2707(a) of the 1939 Code 
related to pistols and revolvers, but by reference was made applicable to social security, 
withholding, and excise taxes. I.R.C. §§ 1430, 1610, 1627, 2479, and 3449 (1939). Section 
1718(c) of the 1939 Code is worded similarly to section 2707(a) and applied to admis- 
sions and dues tax. 

10 United States v. Murdock, 290 U.S. 389 (1933); Spies v. United States, supra note 
8; Kellems v. United States, 50-2 U.S.T.C. § 9489 (D.Conn. 1950). 

11 Spies v. United States, supra note 8, at 498. 
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This criminal definition was applied to section 2707(a) in the politically- 
motivated and highly publicized Kellems}* case. Kellems, the corporate 
officer, refused to have the corporation withhold income taxes from its 
employees. The Commissioner asserted against Kellems personally the 100 
per cent penalty under section 2707(a) and collected it by distraint. In the 
suit for refund brought by Kellems, she contended that her conduct was not 
willful but due to ‘‘reasonable cause,’’ in that she wished to test the consti- 
tutionality of the withholding provisions of the Code. The Commissioner 
argued that ‘‘reasonable cause’’ was no defense and that any deliberate, 
intentional non-compliance was sufficient to invoke the penalty. While not 
necessary to its decision,!* the District Court, twice considering this issue, 
rejected the Commissioner’s view and held that willfully meant without 
reasonable cause, capricious, characterizing ‘‘purpose or motive as distin- 
guished from knowledge and intention.’’ Reviewing decisions defining will- 
fully 1* the Court said: 15 


... Thus on analysis it appears that the stated variations in the statement 
of the definition are largely verbal so that the meaning of the word through- 
out Secs. 2707 and 3612 is substantially the same as that generally accorded 
to it when used in criminal statutes. 


The conduct claimed to be for reasonable cause to exonerate from the pen- 
alty must meet the standard to which a reasonably prudent business man 
will be held.1* The penalty against Kellems was sustained because she failed 
to meet the test of a reasonably prudent business man.*? 

In Cushman v. Wood *§ the District Court of Arizona followed the Kellems 
decision in applying a criminal definition to willfully. ‘The interpretation 
is basically the same,’’ the Court said, ‘‘as is assigned to the word when it 
is used in a statute establishing certain conduct as being criminal.’’ The 
officer-stockholders were allowed refunds of the section 2707(a) penalty col- 
lected because their conduct ‘‘lacked evil intent or bad motive,’’ and the 
failure to pay over the withheld taxes was deemed to be for ‘‘reasonable 
cause.’’ The Government’s view that willfully characterized knowledge and 
intention rather than purpose or motive was rejected. 

Subdivisions (b) and (c) of section 2707 used the term willfully to define 
criminal offenses subject to prescribed punishment by fine and imprison- 


12 Kellems v. United States, supra note 10. 

13 There was a finding of fact that Kellems acted without reasonable cause. 

14 The review included an attempt to reconcile the Siemoneit case discussed below. 

15 Kellems v. United States, supra note 10, at 13,316. 

16 In Nugent v. United States, 136 F.Supp. 875 (N.D.Ill. 1955), it was held that a 
legal contest between the corporation and the state taxing authorities, upon the outcome 
of which controversy depended the amount of the corporation’s tax liability for federal 
unemployment insurance taxes, was not a reasonable cause for failure to pay the tax. In 
the interim the corporation became insolvent; the taxes remained unpaid; and the section 
2707(a) (1939) penalty was assessed against the officers. 

17 The evidence indicated that Kellems’ actions were motivated by political reasons 
and that she had failed to seek the prior advice of counsel on the issue of constitutionality. 

18 56-2 U.S.T.C. J 9690 (D.Ariz. 1956). ‘ 











346 TAX LAW REVIEW [Vol. 12: 


ment. The opinion in Kellems appears to have treated section 2707 as an en- 
tirety, requiring the application of the same criminal definition to willfully 
when used in subdivision (a). However, if subdivision (a) defined merely a 
civil wrong, which is the view adopted in Paddock v. Siemoneit }® and in In 
re Haynes,”° then the Commissioner’s definition had the support of substan- 
tial authority. The Supreme Court has held that when dealing with statutes 
providing only civil penalties for acts not in themselves wrong, no evil 
motive or capriciousness need be proved. In such statutes the word willfully 
connotes intentional or voluntary action done with knowledge, as distin- 
guished from mere accidental conduct. Willfully is used in civil penalty 
statutes to describe an attitude of one who, having a free choice, either 
intentionally disregards the statute or is plainly indifferent to its require- 
ments, 71 

In Siemoneit the president of the corporation, who was its disbursing 
officer, made the decision to pay trade creditors in preference to paying 
over the delinquent taxes. The officer was specifically found to be free of 
any evil or fraudulent intent and that his acts were an attempt in good 
faith to salvage the business. There was, however, no showing that the cor- 
poration did not have the money to make payment of the taxes when they 
became due. The proof was merely that the corporation’s financial condi- 
tion was strained. Personal liability for the section 2707(a) penalty was 
imposed because the officer knowingly and intentionally made a choice with 
full realization that the duty imposed on him to pay over the taxes was be- 
ing violated. In Haynes the section 2707(a) penalty was sustained by the 
District Court which defined willfully for purposes of the section as con- 
scious conduct without evil motive. 

In Cushman the Court found in the nature and severity of the section 
2707 (a) penalty justification for a definition of willfully which would exon- 
erate conduct due to reasonable cause. The 100 per cent penalty of section 
2707(a) is twice as harsh as the penalty prescribed under section 3612(d) 
of the 1939 Code for a fraudulent return and four times the penalty for 
failure to file a return. Both these lesser penalties are waived for reasonable 
cause. Therefore, the Court reasoned, ‘‘it cannot easily be inferred that 
Congress intended to subject a taxpayer to a penalty twice as severe in a 
case where there exists reasonable cause for failure to comply.’’ 2? 

Section 6672 embodies only the provisions of sub-paragraph (a) of section 
2707. The sections defining criminal conduct punishable as a misdemeanor 
or felony are set forth elsewhere in the 1954 Code.28 Whether this sectional 
rearrangement, precluding the inference drawn from the physical proxim- 
ity of section 2707(a) to its sub-paragraphs (b) and (c), will weaken the 
authority of Kellems remains to be seen. Notwithstanding its apparent 


19 218 S.W.2d 428 (Tex.Civ.App. 1949), reversing 214 S.W.2d 651 (1948). 
20 88 F.Supp. 379 (D.Kan. 1949). 

21 United States v. Illinois Cent. R.R., 303 U.S. 239 (1938). 

22 Cushman v. Wood, 56-2 U.S.T.C. 9690 (D.Ariz. 1956). 

23 T.R.C. §§ 7201, 7202, and 7203 (1954). 








ites 
vil 
lly 


ty 
ler 





1957] NOTES 347 


conflict with Siemoneit and Haynes in the definition of willfully, Kellems 
nonetheless did sustain the personal liability of the officer. Furthermore, 
Kellems involved the failure to collect rather than the more usual case of 
a failure to pay over the taxes. The Cushman case exonerated the officers on 
the ground that they were not the specific officers responsible for paying 
over the taxes. It may be argued therefore that the definition of willfully 
in that case is merely dictum. Thus, sufficient grounds exist in section 6672 
cases for courts to disregard or distinguish Kellems and Cushman. In that 
event, the courts will approve the policy announced by the Commissioner 
in Revenue Ruling 54-158 that the individual corporate officer will be per- 
sonally liable for the 100 per cent penalty where taxes are withheld or col- 
lected and ‘‘in lieu of being paid over to the Government, was knowingly 
and intentionally used to pay the operating expenses of a business, or for 
other purposes.’’ *4 


Proor or ‘‘ WILLFULNESS”’ 


If evil motive or knowledge, intention, and choice in the application of 
corporate funds are to be the criteria of section 6672 personal liability, how 
shall these elements be proved? In the usual section 6672 case it is only after 
the Commissioner has asserted and collected the penalty that the corporate 
officer may challenge it in a suit for refund.*® The burden of proof will thus 
be on the officer to establish that he did not act willfully when the corpora- 
tion failed to pay over the taxes. Motive, knowledge, intention, and choice 
are terms describing a subjective fact—the state of mind of the individual 
before the court—and are susceptible of proof by circumstantial evidence.”® 
If the rule of Haynes is followed, the circumstantial proof to sustain the 
Commissioner will be present in every case where the corporation had on 
hand at any time funds sufficient to pay the taxes or equal to the amount 
of taxes due. The Court in the Haynes case stated : 7 


... It is our judgment that as the word [willfully] is used in this statute 
it does not mean wicked design but rather that the person acts knowingly 
and intentionally. It would seem, therefore, that if the officer of the corpora- 
tion had in his hands or under his control the funds that had been set apart 
for the purpose of paying the tax and appropriated such funds to some 
other purpose that he acts ‘‘willfully.”’ 


Willfulness implies freedom of action. The Haynes rule quoted above is 
in no way qualified by any prerequisite that the officer have freedom of 
choice in disbursing the delinquent corporation’s funds. The rule of proof 


24 Rev. Rul. 54-158, supra note 7, at 249. 

25 Section 6671(a) (1954) provides that the section 6672 penalty shall be assessed and 
collected in the same manner as taxes and shall be paid upon notice and demand. There 
is no provision for staying collection by appealing the assessment to the Tax Court. The 
taxpayer, can, therefore, litigate only after payment of the penalty. McAllister v. Dud- 
ley, 1957-1 U.S.T.C. J 9302 (W.D. Pa. 1957). 

26 Tinkoff v. United States, 86 F.2d 868 (7th Cir. 1936). 

27 In re Haynes, supra note 20, at 385; emphasis added. 
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applied in Haynes, in view of the facts of that case, creates a real dilemma 
for the corporate officer and a trap for the unwary. What if the officer under 
the duty to collect and pay over the taxes does not have freedom or sole 
control over the disbursement of corporate funds? In Haynes for part of 
the time a substantial creditor, the Reconstruction Finance Corporation, an 
agency of the Government, directed disbursement of the corporate funds. 
The officer was nevertheless held personally liable for the penalty equal to 
the taxes collected and not paid over during the period of control by the 
Reconstruction Finance Corporation. 

Consider this common situation of a close corporation. Officer A is re- 
sponsible for payment of the taxes. The corporation meets financial reverses. 
A, who has personal financial resources, is prepared to have the corporation 
pay the taxes, wind up its business, and take his investment loss. Officer B 
has no personal financial resources and believes that if the corporation can 
be kept in operation just a while longer, salvation will come. Both signa- 
tures are required on corporate checks. B procrastinates or refuses to sign 
the check in payment of the taxes, and available funds are exhausted by 
operating expenses. Should A be held liable for and suffer the section 6672 
penalty ? 78 

Consider a second common situation of a close corporation with an empty 
till and a payroll to meet. The gross payroll is $10,000, withholding taxes 
amount to $1,000, and the net payroll is $9,000. Assuming a loan of $9,000 
is obtained and the employees are paid, have the officers subjected them- 
selves to personal liability under section 6672 although the corporation 
never collected the taxes or had on hand the funds to pay them? The act 
of omission on the part of the officers was their failure to borrow enough 
money for the corporation. Yet the language of the Haynes case would 
impose liability.?® 


. .. Since the officer is directed by the statute to deduct the withholding 
tax from the employee’s wages on a percentage basis, the payment of wages 
to employees charges him with having in his hands the withholding tax. 


If the officers in the two situations above are personally liable, then sec- 
tion 6672 is more than a mere penalty statute. In essence it makes the cor- 
porate officer a ‘‘surety’’ for the payment of the withheld and collected 
taxes. The opinion in Haynes did in fact completely excise the word ‘‘pen- 
alty’’ from section 2707 (a) : °° 


The determination whether the statute is imposing a penalty or pro- 
vides for the collection of a pecuniary loss is not without difficulties. .. . 
The purpose of this statute is not to punish but to secure the collection of 
a fund that has passed into the hands of the employer, which is in the 


28 If officer A sent in a check for the taxes bearing his signature alone it would be dis- 
honored, and officer A would subject himself to the one per cent penalty for a bad check 
prescribed by section 6657 (1954). However, this might preclude the 100 per cent section 
6672 penalty against him for a net saving of 99 per cent. 

29 In re Haynes, supra note 20, at 385. 

30 Id. at 384; emphasis added. 
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nature of a trust fund, the employer acting as a collecting agency for the 
United States. This statute would have been just as effective without the use 
of the word penalty and for this reason it should be construed as making 
the managing officer of the corporation personally liable if he willfully fails 
to remit the funds that come into his hands as such officer. We do not think 
the statute imposes a penalty not collectible against the bankrupt’s estate. 


APPLICATION OF SECTION 6672 


1. Direct taxes. The Commissioner attempted under section 2707(a) to 
apply the penalty not only to withheld taxes but also to social security and 
unemployment insurance taxes imposed directly on the employer. In Haynes 
the Commissioner claimed the penalty for the direct taxes, but it was denied 
because there was no proof that the corporation ever had enough funds to 
pay the direct taxes. The Court discussed the issue but in view of the find- 
ing of lack of proof deemed it unnecessary to decide the point. In Nugent v. 
United States *1 the section 2707(a) penalty was asserted for only the un- 
employment insurance tax imposed directly on the employer, and the Dis- 
trict Court held the penalty applicable. This question will not arise under 
section 6672, because the Committee Reports on the new section expressly 
state that the penalty is applicable only to taxes collected or withheld.*” 

2. Officer not under duty. Section 6672 begins with the words: ‘‘Any 
person required to’’ and section 6671(b) defines ‘‘person’’ as one who is 
‘‘under a duty.’’ It would appear, therefore, that only such corporate 
officers as are responsible for the collection and payment of the taxes should 
be subject to the penalty. It was so held in Wade v. United States,?* where 
the Court exonerated the president because the duty with respect to the pay- 
ment of taxes was the treasurer’s. Wade, owning one qualifying share, was 
president of the corporation at the instance and for the protection of a large 
creditor. The Court, in allowing Wade’s refund of the section 2707(a) pen- 
alty, stated that the penalty cannot attach to the officer who is not under a 
duty to collect and pay the taxes. Apparently the facts in Wade made pos- 
sible the finding of division of responsibility and duties among the officers. 
Likewise, in the Cushman case the Court held that the president and vice- 
president were not liable for the penalty because the duty of preparing the 
tax returns and making payment was on the general manager and account- 
ant of the corporation. It is doubtful that any segregation of duties can be 
inferred from the mere titles of officers. In the usual close corporation 
where the stockholder-officers conduct corporate affairs with a good deal of 
informality, it would be difficult to establish such clear-cut delineation of 
responsibilities. 

3. Inactive or nominal officer. Wives or other relatives of stockholders are 
often inactive or nominal officers having no policy duties. They sign papers 


31 136 F.Supp. 875 (N.D.IIL 1955). 

32 ‘* However the application of this penalty is limited only to the collected or with- 
held taxes which are imposed on some person other than the person who is required to 
collect, account for, and pay over the tax.’’ S. Rep. No. 1622, supra note 9. 

33 64-2 U.S.T.C. J 49,066 (D.W.Va. 1954). See also Cushman v. Wood, supra note 22. 














350 TAX LAW REVIEW [Vol. 12: 


and checks to accommodate principal stockholders. Such officers should be 
immune from the section 6672 penalty ; they do not have the requisite knowl- 
edge of the corporation’s affairs to characterize their conduct as willful. In 
Felton v. United States ** the Supreme Court reversed the lower court’s 
imposition of a civil penalty because the record, which failed to show that 
the defendant had knowledge of the inadequacy of its winery equipment, 
did not support the finding of willful conduct. In Siemonett, the Texas trial 
court imposed the section 2707(a) penalty on the husband as president but 
not on the wife, who was a nominal vice-president. In Levy v. United 
States * the inactive president was an experienced businessman, an active 
officer of other corporations in the same line of business, and practically the 
sole owner of the delinquent corporation. As a prudent businessman he 
should have informed himself of the affairs of his corporation, but the unre- 
butted proof was that he had no actual knowledge of the tax delinquencies. 
The Court, refusing to attach the penalty, said: ‘‘Mere negligence in fail- 
ing to ascertain the facts is not enough to render him liable for the pen- 
alty.’’ 8© Nevertheless, the Commissioner has indicated that he will proceed 
against the inactive or nominal officer, especially one who is the repository 
of the family wealth.3* 

4. Directors and stockholders. Section 6671(b) defines the person upon 
whom the section 6672 penalty is imposed as an officer or employee of the 
corporation. The rule of law which requires a strict construction of penalty 
statutes may thus absolve the director or stockholder who is not an officer 
or employee of the corporation, but who, nevertheless, is actively respon- 
sible for the decision to defer payment of the taxes. 


DepuctTisiuity oF SEcTION 6672 PayMENT 


It is doubtful that the section 6672 payment made by the corporate 
officer will be deductible on his personal tax return. Amounts paid as civil 
or criminal penalties are as a matter of public policy disallowed as tax 
deductions on the ground that a tax subsidy would frustrate the penalty 
statute.*® The above quoted language of Haynes would appear to support 
the deduction on the premise that the payment made is restitution to the 
Government and not a penalty. In this respect, it may be important to 
observe that Haynes was a bankruptcy matter. If the section had been 
deemed to impose a penalty, it would in that instant have been self- 


84 96 U.S. 699 (1877). 

85 140 F.Supp. 834 (W.D.La. 1956). 

36 Id. at 836. 

87 Philipson v. United States, 55-1 U.S.T.C. § 9466 (E.D.N.Y. 1955). Section 2707 (a) 
(1939) penalty collected from an inactive officer. Refund allowed on the ground that she 
had actually resigned as an officer before the taxes were due. Cf. Rev. Rul. 54-123, 
1954-1 Cum. Buu. 285; Heller v. United States, 55-1 U.S.T.C. 7 49,084 (N.D.Cal. 1954). 

88 Great Northern Ry. Co. v. Comm’r, 40 F.2d 372 (8th Cir. 1930), cert. denied, 282 
U.S. 855 (1930); Comm’r v. Longhorn Portland Cement Co., 148 F.2d 276 (5th Cir. 
1945), reversing 3 T.C. 310 (1944), cert. denied, 326 U.S. 728 (1945) ; William F. Davis, 
17 T.C. 549 (1951), appeal dismissed (T), 9th Cir. Oct. 20, 1953. 
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defeating, because the Bankruptcy Act would have barred the claim.*® 
In Kellems the Government was not out-of-pocket, as the employees had 
individually paid their full taxes. Restitution was thus not involved. The 
liability was specifically imposed as a penalty. Furthermore, section 6672 
and the Committee Reports designate the liability as a penalty, and the 
section is part of Chapter 68, Subchapter B, entitled Assessable Penalties. 

Decisions permitting deduction of O.P.A. penalties paid to the Govern- 
ment will give little aid or comfort to the taxpayer claiming a deduction for 
a section 6672 payment.*® In the O.P.A. cases, because of the complexity of 
the regulations, the violations were held to have occurred without knowledge 
or intent. Under such circumstances, allowing the tax deduction would not 
frustrate the price control legislation. On the other hand, whether under the 
strict rule of Kellems or the liberal rule of Haynes, knowledge and intent 
are essential elements of a finding of willful conduct upon which section 
6672 liability is predicated. 

If any tax benefit is to be realized by the officer from his payment, it 
would be wise for him to arrange with the District Director to accept the 
payment in discharge of the delinquent corporation’s tax obligation rather 
than as a section 6672 payment. Except for unusual cases such as Kellems, 
it is highly improbable that the Government would assert section 6672 pen- 
alty where the taxes are actually paid. After the officer pays the taxes due 
from the corporation, he would have a basis for deducting the payment 
under section 165(c) (1) as a loss incurred in taxpayer’s trade or business, 
namely, his employment. If the officer is also a stockholder, then the deduc- 
tion could also be based under section 165(c) (2) as a loss incurred in a 
transaction entered into for profit. In Peter Stamos * the taxpayer, an in- 
active officer, director, and stockholder, was threatened by the Commis- 
sioner with civil and criminal penalties. On advice of counsel that he was 
civilly liable, he paid the corporation’s delinquent withheld and collected 
admissions taxes. The Commissioner denied taxpayer’s income tax deduc- 
tion on the ground that taxpayer was a mere volunteer when he made pay- 
ment of the corporation’s taxes. The Tax Court, expressing amazement at 
the Commissioner’s argument, held the taxpayer was not a volunteer but 
acting under a genuine and reasonable belief that he was liable. The full 
deduction was allowed as a loss incurred in a transaction entered into for 
profit. 

Possibly by prior indemnification contract with the corporation, or in law 
or equity the officer may have a right to reimbursement from the corpora- 
tion. As a practical matter this right is non-existent, for it is worthless even 
before the payment is made. Nevertheless, the Commissioner may seize upon 
this theoretical right to repayment to hold that the taxpayer has suffered a 


39 66 Srar. 424, 11 U.S.C. § 93(j) (1952). 

40 Jerry Rossman Corp. v. Comm’r, 175 F.2d 711 (2d Cir. 1949); National Brass 
Works, Ine. v. Comm’r, 182 F.2d 526 (9th Cir. 1950); Ben B. Bodne, 11 TCM 451 
(1952) ; Woods Cross Canning Co. v. Korth, 53-1 U.S.T.C. J 9200 (D.Utah 1953). 

41 22 T.C. 885 (1954). : 
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non-business bad debt deductible only as a short-term capital loss under 
section 166(d). The recent Supreme Court decision in Putnam v. Commis- 
sioner *? is authority that worthlessness at the time the payment is made 
does not make inapplicable the bad debt section of the Code. However, the 
Putnam case and those of the three Courts of Appeals which it overruled 48 
involved guarantors; and the decision in Putnam turned on the narrow 
legal niceties of the equitable doctrine of subrogation. The corporate officer 
who pays the corporation’s delinquent taxes is not a guarantor; his pay- 
ment is not in fulfillment of any prior existing contract of guaranty.** It 
is made only under compulsion to exonerate his personal obligation imposed 
by section 6672. On payment he does not ‘‘step into the shoes’’ of the 
United States, or become subrogated to its rights, or acquire its original 
claim for taxes. Until usage clarifies the Putnam decision, it would be highly 
advisable for the officer, before making the payment of the delinquent taxes, 
to cause the legal dissolution of the corporation. The Putnam case in which 
the Tax Court’s position * was sustained and the Courts of Appeals cases 
which were reversed all involved insolvent but legally existing corporations. 
Where the defunct corporation has been legally dissolved before payment 
was made, the Tax Court has heretofore allowed an ordinary deduction.*® 
An officer who is also a stockholder faces a further obstacle to claiming 
his payment on behalf of the corporation as an ordinary deduction. The 
Commissioner may contend that the payment is an additional capital in- 
vestment, increasing the cost basis of the stock, and deductible only as a 
capital loss.*7 This would appear to be an unwarranted extension of the doc- 
trine of the Arrowsmith *® case in which the satisfaction by stockholders of 
their transferee liability from a liquidated corporation was held to be a 
capital loss. The officer-stockholder in the section 6672 situation is not a 
transferee. The issue was present in the factual pattern of the Stamos * 
case but was neither raised by the Commissioner nor commented on by the 
Tax Court. In Arrowsmith both the Supreme Court and the Second Circuit 
Court recognized that the loss sustained in discharging a personal liability 
arising out of other than mere ownership of stock is not to be characterized 


42 352 U.S. 82 (1956). 

43 Pollak v. Comm’r, 209 F.2d 57 (3d Cir. 1953), reversing 20 T.C. 376 (1953); 
Edwards v. Allen, 216 F.2d 794 (5th Cir. 1954); Cudlip v. Comm’r, 220 F.2d 565 (6th 
Cir. 1955). 

44 Since enactment of the Statute of Frauds in 1677, an essential for liability on a 
promise ‘‘to answer for the debt, default or miscarriage of another’’ is that it be in 
writing signed by the party to be charged. 

45 George Aftergood, 21 T.C. 60 (1953); Peter Stamos, supra note 41. 

46 Abraham Greenspon, 8 T.C. 431 (1947). 

47 See the dissenting opinion in Adam, Meldrum & Anderson Co., Ine., 19 T.C. 1130 
(1953) ; W. F. Bavinger, 22 B.T.A. 1239 (1931). 

48 Arrowsmith v. Comm’r, 344 U.S. 6 (1953). 

49 Peter Stamos, supra note 41. 
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as a loss on the stock itself.5° In the section 6672 situation the payment is 
made as an officer or employee of the corporation, no liability attaching to 


ownership of the corporation’s stock. 
GrorceE ScHWwaRTz * 


50 In Arrowsmith one of the stockholders, Bauer, was liable for the payment on a per- 
sonal judgment against him as well as a transferee. The Second Circuit Court said, ‘‘We 
agree that the payment of a judgment against a corporate officer in these circumstances 


would ordinarily be deductible as a straight income loss. Here, however, Bauer was also 


liable as a transferee. .. . We think, therefore, that the accidental fact that Bauer was 


liable both as an officer and as a transferee (stockholder) did not give him the option of 
picking which liability he would satisfy, according to its tax consequences.’’? Comm’r v. 
Arrowsmith, 193 F.2d 734 (2d Cir. 1952). The Supreme Court agreed with this and held 
that ‘‘His [Bauer’s] payment of only half the judgment indicates that both he and the 
other transferee were paying in their capacities as such.’’ (supra note 48, at 9). 

* A member of the New York Bar and a member of the faculty of Queens College. 
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La TASSAZIONE DEGLI STRANIERI IN IrauiA. [The Taxation of Aliens in 
Italy] By Antonio Uckmar. Padova: Crepam, 1955. Pp. XVI, 282. Lire 
2000. (Published as Volume XVIII of Series I of ANNoTAaTED REVENUE 
Laws) 


The work consists of two parts. The first part contains a discussion of the 
principles governing the taxation of aliens and foreign entities in general; 
the second part gives an outline of the tax treatment of aliens and foreign 
enterprises in Italy. The Italian taxes discussed are the so-called direct taxes 
which are the taxes imposed on income. 

The author undertakes the difficult task of presenting in four brief chap- 
ters (102 pages) a complete analysis of the position of the alien in the 
national territory, the prerequisites of the taxation of aliens, the limits of 
the state’s power to tax the alien as fixed by international law, and finally, 
the collection of taxes outside the national territory. Not only has a sizable 
body of literature developed on these subjects, but a great diversity of 
opinion exists on the broad principles that should govern the distribution 
of tax jurisdiction and revenue among the nations. As governments cannot 
be guided solely by these principles, however just and fair they may be, in 
implementing their tax policies but are influenced by economic considera- 
tions, the ramifications are innumerable. 

Considering the difficulties, the author’s accomplishment is impressive, 
as he succeeds to a great degree in coordinating the various aspects of the 
problem and presenting a comprehensible picture of the same. In the case of 
conflicting theories, the author not only presents both sides of the argument 
but also states his well-reasoned opinion as to what he considers the correct 
approach. Both the text and the footnotes contain extensive references to 
and quotations from the legal literature and from administrative and judi- 
cial decisions of many nations, including the United States. The wealth of 
this material makes the book valuable to all students of this problem, even 
if some may not fully agree with the author’s conclusions. Several charts 
are also included in the text to illustrate the tax treatment accorded to 
specific concepts in the various countries. 

It can be easily understood that in view of the necessarily condensed 
treatment of the application of taxing principles in a great number of 
countries, some simplifications have been requisite which do not always take 
into account all the refinements of the specific tax systems. Thus, the Ameri- 
can tax lawyer may find some minor inaccuracies in the interpretation of 
United States tax law to which frequent references are made. 

The basic conflict between the principles on which nations base their tax- 
ing jurisdiction is the conflict between the principle of source and that of 
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residence. The doctrine of economic allegiance on which taxation at source 
is based, is extensively treated. This taxation, also called objective or imper- 
sonal taxation, disregards the residence of the taxpayer, while so called per- 
sonal taxation is based on the primacy of the taxpayer’s residence or domi- 
cile. Thus, the former taxes only incomes produced within the state, whereas 
the latter taxes also incomes produced abroad when derived by residents of 
the state. 

The author points out that in the taxation of estates, in addition to resi- 
dence nationality also serves as a basis of taxing jurisdiction in Egypt, the 
Philippines, Greece, Lebanon, Switzerland, and the United States. Thus, 
these states tax assets situated abroad belonging in the estates of decedent 
citizens even though non-residents at the time of their death. In the United 
States, of course, the principle of nationality is also applicable to the taxa- 
tion of income, and a United States citizen, taxable on his global income, 
must pay United States income tax on income produced abroad although 
he is a non-resident of the United States. ‘ 

Experience has shown that conflicts of the taxing policies of various 
nations resulting in international double taxation are not susceptible to 
solution by the application of general principles of international law. Some 
states have taken unilateral action through domestic tax legislation to miti- 
gate the effects of such international double taxation. An example of such 
domestic legislation is the United States credit for foreign taxes.1 By far, 
the most important device used to obtain relief from the effects of double 
taxation is action through international tax treaties. A compilation of all 
tax treaties is contained in the six-volume collection published by the League 
of Nations from 1928 to 1936, and more recently in the International Tax 
Agreements series published by the- United Nations starting in 1948. To 
date, six volumes have appeared.” 

At present, the network of international tax agreements includes most 
of the major countries of Europe, the British Commonwealth, and the 
United States. The agreements for the avoidance of double taxation of in- 
come can be divided into two groups inasmuch as they rely on different 
principles in adjusting conflicts of tax jurisdiction between the contracting 
nations. Income tax treaties of the Continent of Europe provide exclusive 
allocation of the taxing power over specific items of income to the country 
of source or the country of residence. The Anglo-American treaties, on the 
other hand, permit each contracting country to impose its full tax on its 
own residents but require it to give credit against its tax for taxes levied 
in the country of source. In exchange, the country of source in certain cases 
grants exemption from its tax or reduces its tax rate on income earned by 
residents of the other country. 


1 T.R.C. §§ 901 and 905 (1954). 

2 Volume V, WorLD GuIDE TO INTERNATIONAL TAX AGREEMENTS (1955) presents in 
tabular form comprehensive information on the status of all international tax agreements 
as of June 1, 1953. A supplement to Volume V carrying the data up to June 1, 1955 is 
scheduled for publication as Volume VII of the series. 
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The Italian tax system comprises two types of taxes, direct and indirect. 
The major part of these taxes is imposed by the federal government, but 
local governments, that is, provinces and municipalities, also collect a num- 
ber of additional taxes. The second and main part of the book is devoted 
mainly to a discussion of Italian direct taxes, 7.e., taxes imposed on income, 
concentrating on their application to aliens. These taxes are (1) tax on 
land; (2) tax on buildings; (3) tax on movable wealth; (4) tax on agri- 
cultural income; (5) progressive complementary income tax; and (6) tax 
on corporations. 

Taxes (1) through (4) are schedular taxes. They are non-graduated taxes 
imposed on certain classes of income at varying rates, depending on the 
nature of the income. The complementary tax is a progressive surtax which 
is imposed on the aggregate income of physical persons in addition to the 
schedular taxes. The tax on corporations is imposed on property and income: 
on capital at the rate of three-quarters of one per cent, and on income in 
excess of six per cent of the value of the declared capital at the rate of 
fifteen per cent. 

The fundamental principle of Italian taxation is the principle of terri- 
toriality of imposition. In other words, taxes are levied only on income 
produced in Italy, regardless of nationality or residence of the recipient of 
income. Thus, Italian taxation has a predominantly impersonal character. 
This impersonal taxation, however, is modified in some of its aspects by per- 
sonal elements—mainly by nationality and residence of the taxpayer. For 
instance, the progressive complementary tax on the aggregate income of 
physical persons, besides being levied on all income produced in Italy what- 
ever the nationality of the recipient, is also levied on income produced 
abroad but enjoyed in Italy in the case of Italian citizens and aliens resid- 
ing in Italy. Income ‘‘enjoyed’’ in Italy means income which is consumed 
in Italy. 

Under Italian law residence is defined as the place in which a person 
usually abides.* Under this definition an alien staying in Italy for a certain 
duration of time is considered a resident even though his stay may be only 
transient in character. This concept of residence is quite different from the 
definition of residence under United States tax law, according to which a 
transient person is not deemed a resident.* This fundamental difference be- 
tween the United States and Italian concepts of residence has not been 
resolved in the recently ratified United States-Italian Income Tax Conven- 
tion. Although Articles IX through XVI of the Convention contain pro- 
visions applicable to a resident of either country, the Convention does not 
define ‘‘residence’’ for the purpose of these provisions. Thus, the term 


8 ITanIANn Civit Cope, Art. 43. 

4 Proposed Reg. § 1.871-2(b) (1954), containing the same definition of residence as 
the previous Regulations. 

5 CONVENTION BETWEEN THE UNITED STATES OF AMERICA AND THE ITALIAN REPUBLIC 
FOR THE AVOIDANCE OF DOUBLE TAXATION AND THE PREVENTION OF FIscAL EVASION WITH 
RESPECT TO TAXES ON INCOME (1955) (effective Jan. 1, 1956), S. Exrc. C, 84th Cong., 
1st Sess. (1955). : 
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‘‘resident of Italy’’ as used in the Convention will mean a person residing 
in Italy as interpreted by Italian law, whereas ‘‘resident of the United 
States’’ will mean a person residing in the United States under the United 
States definition. 

The Italian tax on movable wealth (Imposta di Ricchezza Mobile) is levied 
on the following income of physical and juridical persons: income from 
capital alone (category A); income in which both capital and personal 
services are income-producing factors, including commercial and industrial 
incomes (category B) ; and income from personal services alone (category 
C). The last category is further subdivided, depending on whether the in- 
come is from the exercise of a profession or whether from services per- 
formed by employees or workmen. Although the tax professedly is levied 
only on income produced in Italy, it reaches in some instances income which 
under United States law would be considered as being derived from non- 
Italian sources. 

The United States Internal Revenue Code contains the following rules. 
Income from the sale of personal property produced within and sold with- 
out the United States, or produced without and sold within the United 
States, is deemed derived partly from United States and partly from foreign 
sources.® On the other hand, income from the sale of personal property pur- 
chased by the seller is derived entirely from the country in which the prop- 
erty was sold,’ and no part of it is allocated to sources in the country of 
original purchase. The Italian law of taxation of income from movable 
wealth merely provides for the taxability of incomes produced in Italy and 
does not contain any provision for allocation of income in cases where the 
activities are carried on partly in Italy and partly abroad. There is diver- 
sity of opinion among both the writers and the courts how the law should 
be interpreted in such situations. 

According to the author, in the case of goods produced abroad and sold 
in Italy, the entire difference between the cost of the goods and the price 
realized on their sale, after proper deductions, is subject to tax in Italy. 
Under United States rules, such difference, that is, the gain on the sale, 
would be allocated in part to foreign sources where the sale was of goods 
manufactured by the seller; and in a case of a sale where title passed to the 
purchaser outside the national territory, the gain from the sale would be 
considered entirely from foreign sources and would not be taxable at all to 
the foreign seller. 

Where the operations of a foreign enterprise in Italy are limited to the 
purchase of goods which are then sold abroad, according to the author the 
Italian tax is imposed on the entire difference between the price of acquisi- 
tion and the price of sale abroad after proper deductions. Under United 
States rules no part of the gain from such sale would be taxable to the 
foreign seller if merely the purchasing was done in the United States and 
the sale itself took place abroad. 


6 I.R.C. §§ 863(b) (2), (3) and 864 (1954). 
7 LR.C. §§ 861(a) (6) and 862(a) (6) (1954). 
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Under the United States-Italian Income Tax Convention a United States 
enterprise is not subject to Italian tax in respect of its industrial and com- 
mercial profits unless it has a permanent establishment in Italy.* If it has 
such an establishment, Italy may impose its tax upon the entire income of 
such enterprise from sources within Italy. The income from Italian sources 
will be determined under the rules of Italian taxation, except in the case 
of a mere purchase of goods in Italy by a United States enterprise which 
under an express provision in the Convention is deemed not to give rise to 
any profit taxable in Italy.® 

In the case of a United States enterprise engaged in the import of goods 
to Italy through a permanent establishment there, the enterprise’s income 
from Italian sources will be determined under the Italian source rules. In- 
stances may arise, therefore, where Italian tax is imposed on income which 
is considered here to be income from United States sources. In view of the 
so called per-country limitation of the foreign tax credit, the credit for 
such Italian tax might not be allowable in some situations. 

The earlier mentioned Italian tax on corporations, introduced in 1954,™ 
is imposed on capital and income of corporate entities only. The law ex- 
pressly provides, however, that the tax shall apply to all foreign companies 
carrying on operations in Italy, regardless of whether they are organized as 
corporations or merely as associations of persons, such as partnerships. The 
author points out that this unequal treatment results in a double tax burden, 
as partnership income is ultimately subjected in its entirety to the comple- 
mentary tax on the aggregate income of physical persons, whereas corporate 
income is subject to such tax only to the extent it is distributed to the 
shareholders. 

The United States-Italian Income Tax Convention provides for an exemp- 
tion with respect to the portion of the Italian tax on corporations imposed 
on income if the United States enterprise is exempt by reason of not having 
a permanent establishment in Italy.!* Thus, an enterprise of a United States 
partnership operating in Italy through a permanent establishment will be 
subject to the tax on corporations in addition to the complementary tax. 

The real merit of this work lies in the fact that it presents a comprehen- 
sive account of the treatment of foreign taxpayers under the very complex 
Italian tax system. 

—ALAN R. Rapo * 


8 CONVENTION, op. cit. supra note 5, Art. IIT(1). 

9 Id. Art. III (2). 

10 T.R.C. § 904(a) (1954). 

11 Act of August 6, 1954, No. 603. 

12 CONVENTION, op. cit. supra note 5, Art. VI. 

* Member of the New York and District of Columbia Bars and of the faculty of New 
York University School of Law; practicing attorney in New York City. 
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